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BLOCK 1 THEORY OF INTERNATIONAL TRADE, 

MEASUREMENT OF GAINS AND THEORY OF 

INTERVENTION 
 

The aim of this block is to present certain theories and approaches related to theory of 

international trade, measurement of gains and theory of intervention.  

 

First unit deals with explaining the varieties of theories of international trade. Second 

area of concern will be Ricardian model and theories of absolute advantage followed by 

Heckscher – Ohlin model.  New trade theory and gravity model are explained in detailed 

manner.  Regulation of international trade and empirical testing of theory of absolute cost 

were discussed in detail.  

 

Unit 2 discusses concepts related to gains from trade.  Measurement and distribution of 

gains from trade and terms of trade will be explained in detail. Role of trade in 

accelerating growth of nation is discussed in last section along with suitable examples. 

 

The last unit that is unit 3 presents to you the basic and important concepts of free trade 

and theories of intervention.  Features of free trade are discussed in continuation with the 

history of free trade.  Economics of free trade and the basics of tariffs and trade barriers 

will be other areas of discussion.  Welfare implications of trade barriers; impact of tariffs 

on prices and tariffs and their relevance in modern trade will be described in detailed 

manner. 
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UNIT 1 

THEORY OF INTERNATIONAL TRADE 

Objectives 

After studying this unit you should be able to: 

 Define the theories of International trade 

 Understand the Ricardian model and concept of absolute and comparative 

advantage  

 Know the Heckscher and Ohlin model of trade 

 Explain new trade theory and gravity model of international trade 

 Describe regulations of international trade  

 Discuss the empirical testing of theory of absolute cost 

Structure 

 
1.1 Introduction 

1.2 Varieties of theories of international trade 

1.3 Ricardian model and theories of absolute advantage 

1.4 Heckscher – Ohlin model 

1.5 New trade theory 

1.6 Gravity model  

1.7 Regulation of international trade 

1.8 Empirical testing of theory of absolute cost 

1.9 Summary 

1.10 Further readings 

 

  

1.1 INTRODUCTION 

International trade is exchange of capital, goods, and services across international borders 

or territories. It refers to exports of goods and services by a firm to a foreign-based buyer 

(importer) in most countries; it represents a significant share of gross domestic product 

(GDP). While international trade has been present throughout much of history (see Silk 

Road, Amber Road), it‘s economic, social, and political importance has been on the rise 

in recent centuries. 

Industrialization, advanced transportation, globalization, multinational corporations, and 

outsourcing are all having a major impact on the international trade system. Increasing 

international trade is crucial to the continuance of globalization. International trade is a 

major source of economic revenue for any nation that is considered a world power. 

Without international trade, nations would be limited to the goods and services produced 

within their own borders. 

http://en.wikipedia.org/wiki/Capital_(economics)
http://en.wikipedia.org/wiki/Goods
http://en.wikipedia.org/wiki/Service_(economics)
http://en.wikipedia.org/wiki/International_borders
http://en.wikipedia.org/wiki/Gross_domestic_product
http://en.wikipedia.org/wiki/Trade
http://en.wikipedia.org/wiki/Silk_Road
http://en.wikipedia.org/wiki/Silk_Road
http://en.wikipedia.org/wiki/Amber_Road
http://en.wikipedia.org/wiki/Industrialization
http://en.wikipedia.org/wiki/Transport
http://en.wikipedia.org/wiki/Globalization
http://en.wikipedia.org/wiki/Multinational_corporation
http://en.wikipedia.org/wiki/Outsourcing
http://en.wikipedia.org/wiki/Globalization
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International trade is in principle not different from domestic trade as the motivation and 

the behavior of parties involved in a trade do not change fundamentally regardless of 

whether trade is across a border or not. The main difference is that international trade is 

typically more costly than domestic trade. The reason is that a border typically imposes 

additional costs such as tariffs, time costs due to border delays and costs associated with 

country differences such as language, the legal system or culture. 

Another difference between domestic and international trade is that factors of production 

such as capital and labor are typically more mobile within a country than across 

countries. Thus international trade is mostly restricted to trade in goods and services, and 

only to a lesser extent to trade in capital, labor or other factors of production. Then trade 

in goods and services can serve as a substitute for trade in factors of production. Instead 

of importing a factor of production, a country can import goods that make intensive use 

of the factor of production and are thus embodying the respective factor. An example is 

the import of labor-intensive goods by the United States from China. Instead of importing 

Chinese labor the United States is importing goods from China that were produced with 

Chinese labor. 

International trade is also a branch of economics, which, together with international 

finance, forms the larger branch of international economics. 

The first purpose of trade theory is to explain observed trade.  That is, we would like to 

be able to start with information about the characteristics of trading countries, and from 

those characteristics deduce what they actually trade, and be right.  That‘s why we have a 

variety of models that postulate different kinds of characteristics as the reasons for trade.  

Secondly, it would be nice to know about the effects of trade on the domestic economy.  

A third purpose is to evaluate different kinds of policy.  Here it is good to remember that 

most trade theory is based on neoclassical microeconomics, which assumes a world of 

atomistic individual consumers and firms.  The consumers pursue happiness 

(―maximizing utility‖) and the firms maximize profits, with the usual assumptions of 

perfect information, perfect competition, and so on.  In this world choice is good, and 

restrictions on the choices of consumers or firms always reduce their abilities to 

optimize.  This is essentially why this theory tends to favor freer trade.  

1.2 VARIETIES OF THEORIES OF INTERNATIONAL TRADE 
 

Neoclassical theory has been successful because it is simple (though it may not always 

look simple when you‘re learning it).  For example most neoclassical trade theories 

assume that the world only has two countries (which means that country A‘s exports must 

be country B‘s imports).  They also usually assume only two commodities in 

international trade.  If you try to ―generalize‖ by adding more countries or commodities, 

the math breaks down and you don‘t get clear results.  

http://en.wikipedia.org/wiki/Domestic_trade
http://en.wikipedia.org/wiki/Factors_of_production
http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/International_finance
http://en.wikipedia.org/wiki/International_finance
http://en.wikipedia.org/wiki/International_economics
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One of the most important, and limiting, assumptions in neoclassical trade theory is that 

firms produce under conditions of perfect competition.  Any industry that is controlled by 

a small number of firms is not perfectly competitive.  There is a whole area of economics, 

initially developed by Joan Robinson in the 1920's, that explores what happens under 

imperfect competition.  We won‘t get into it in this course, but if there are significant 

―economies of scale‖ (which means that per-unit costs are smaller for bigger firms), then 

you can get very different policy recommendations out of your model.  

Does this mean that the simple neoclassical models are useless?  No.  Their most 

important use is as a way to help you think through a set of issues.  Neoclassical theory is 

especially good at pointing out the links between different markets.  But you should be 

suspicious if you hear anyone saying that a theory ―shows‖ that one policy or another is 

the right one in the real world.  

The most famous neoclassical model is also the simplest — the model developed by the 

English political economist David Ricardo in the early 1800s.  It‘s simple because 

Ricardo assumes that there is only one ―factor of production‖ (i.e. type of input) — 

labor.  This model makes the point that trade should, in principle; benefit both parties 

even if one is more efficient.  More sophisticated models were developed in the current 

century as economists learned more maths.  The best-known is the Heckscher-Ohlin 

model, named after a couple of Swedish economists, which is often called Heckscher-

Ohlin-Samuelson (HOS) because of the important contributions made by the U.S. 

economist Paul Samuelson.  HOS includes two factors of production (e.g. labor and 

land), and it shows that particular factors of production may be hurt by trade, though it 

still agrees with Ricardo that there are overall gains from trade.  

There are many other varieties of trade theory, making different assumptions and getting 

different results.  One kind that has gotten a lot of attention in recent years assumes 

increasing returns to scale, which means that large producers are more efficient than 

smaller producers.  Ricardo, as noted above, assumed constant scale returns.  

Neoclassical theories like HOS assume decreasing returns and get generally similar 

results.  If you allow increasing returns then bigger is better, and one nation may end up 

dominating an industry, but it's hard to say which nation will do so.  In this case, the 

ability to intimidate and bluff may be important.  So increasing returns undermines the 

ability of theory to explain or predict observed trade.  Perhaps more seriously, scale 

economies may stack the deck against late-developers.  

1.3 RICARDIAN MODEL AND THEORIES OF ABSOLUTE 

ADVANTAGE 

The Ricardian model focuses on comparative advantage and is perhaps the most 

important concept in international trade theory. In a Ricardian model, countries specialize 

in producing what they produce best. Unlike other models, the Ricardian framework 

predicts that countries will fully specialize instead of producing a broad array of goods. 

http://en.wikipedia.org/wiki/Comparative_advantage
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Also, the Ricardian model does not directly consider factor endowments, such as the 

relative amounts of labor and capital within a country. The main merit of Ricardin model 

is that it assumes technology differences between countries. Technology gap is easily 

included in the Ricardian and Ricardo-Sraffa model (See the next subsection). 

The Ricardian model makes the following assumptions: 

1. Labor is the only primary input to production (labor is considered to be the 

ultimate source of value). 

2. Constant Marginal Product of Labor (MPL) (Labor productivity is constant, 

constant returns to scale, and simple technology.) 

3. Limited amount of labor in the economy 

4. Labor is perfectly mobile among sectors but not internationally. 

5. Perfect competition (price-takers). 

The Ricardian model measures in the short-run, therefore technology differs 

internationally. This supports the fact that countries follow their comparative advantage 

and allows for specialization. 

In economics, the law of comparative advantage refers to the ability of a party (an 

individual, a firm, or a country) to produce a particular good or service at a lower 

opportunity cost than another party. It is the ability to produce a product most efficiently 

given all the other products that could be produced. It can be contrasted with absolute 

advantage which refers to the ability of a party to produce a particular good at a lower 

absolute cost than another. 

Comparative advantage explains how trade can create value for both parties even when 

one can produce all goods with fewer resources than the other. The net benefits of such 

an outcome are called gains from trade. It is the main concept of the pure theory of 

international trade. 

1.3.1 Origins of the theory 

Comparative advantage was first described by Robert Torrens in 1815 in an essay on the 

Corn Laws. He concluded it was to England's advantage to trade with Portugal in return 

for grain, even though it might be possible to produce that grain more cheaply in England 

than Portugal. 

However the term is usually attributed to David Ricardo who explained it in his 1817 

book On the Principles of Political Economy and Taxation in an example involving 

England and Portugal. In Portugal it is possible to produce both wine and cloth with less 

labor than it would take to produce the same quantities in England. However the relative 

costs of producing those two goods are different in the two countries. In England it is 

very hard to produce wine, and only moderately difficult to produce cloth. In Portugal 

both are easy to produce.  

http://en.wikipedia.org/wiki/Factor_endowment
http://en.wikipedia.org/w/index.php?title=International_trad&action=edit&redlink=1
http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/Opportunity_cost
http://en.wikipedia.org/wiki/Absolute_advantage
http://en.wikipedia.org/wiki/Absolute_advantage
http://en.wikipedia.org/wiki/Trade
http://en.wikipedia.org/wiki/Gains_from_trade
http://en.wikipedia.org/wiki/Corn_Laws
http://en.wikipedia.org/wiki/England
http://en.wikipedia.org/wiki/Portugal
http://en.wikipedia.org/wiki/David_Ricardo
http://en.wikipedia.org/wiki/On_the_Principles_of_Political_Economy_and_Taxation
http://en.wikipedia.org/wiki/Wine
http://en.wikipedia.org/wiki/Cloth
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Therefore while it is cheaper to produce cloth in Portugal than England, it is cheaper still 

for Portugal to produce excess wine, and trade that for English cloth. Conversely England 

benefits from this trade because its cost for producing cloth has not changed but it can 

now get wine at a lower price, closer to the cost of cloth. The conclusion drawn is that 

each country can gain by specializing in the good where it has comparative advantage, 

and trading that good for the other. 

Examples 

The following hypothetical examples explain the reasoning behind the theory. In 

Example 2 all assumptions are italicized for easy reference, and some are explained at the 

end of the example. 

Example 1 

Two men live alone on an isolated island. To survive they must undertake a few basic 

economic activities like water carrying, fishing, cooking and shelter construction and 

maintenance. The first man is young, strong, and educated. He is also, faster, better, more 

productive at everything. He has an absolute advantage in all activities. The second man 

is old, weak, and uneducated. He has an absolute disadvantage in all economic activities. 

In some activities the difference between the two is great; in others it is small. 

Despite the fact that the younger man has absolute advantage in all activities, it is not in 

the interest of either of them to work in isolation since they both can benefit from 

specialization and exchange. If the two men divide the work according to comparative 

advantage then the young man will specialize in tasks at which he is most productive, 

while the older man will concentrate on tasks where his productivity is only a little less 

than that of the young man. Such an arrangement will increase total production for a 

given amount of labor supplied by both men and it will benefit both of them. 

Example 2 

Suppose there are two countries of equal size, Northland and Southland, that both 

produce and consume two goods, Food and Clothes. The productive capacities and 

efficiencies of the countries are such that if both countries devoted all their resources to 

Food production, output would be as follows: 

 Northland: 100 tonnes 

 Southland: 400 tonnes 

If all the resources of the countries were allocated to the production of Clothes, output 

would be: 

 Northland: 100 tonnes 

 Southland: 200 tonnes 
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Assuming each has constant opportunity costs of production between the two products 

and both economies have full employment at all times. All factors of production are 

mobile within the countries between clothing and food industries, but are immobile 

between the countries. The price mechanism must be working to provide perfect 

competition. 

Southland has an absolute advantage over Northland in the production of Food and 

Clothing. There seems to be no mutual benefit in trade between the economies, as 

Southland is more efficient at producing both products. The opportunity costs shows 

otherwise. Northland's opportunity cost of producing one tonne of Food is one tonne of 

Clothes and vice versa. Southland's opportunity cost of one tonne of Food is 0.5 tonne of 

Clothes. The opportunity cost of one tonne of Clothes is 2 tonnes of Food. Southland has 

a comparative advantage in food production, because of its lower opportunity cost of 

production with respect to Northland. Northland has a comparative advantage over 

Southland in the production of clothes, the opportunity cost of which is higher in 

Southland with respect to Food than in Northland. 

To show these different opportunity costs lead to mutual benefit if the countries 

specialize production and trade, consider the countries produce and consume only 

domestically. The volumes are: 

Production and consumption 

before trade 

 Food Clothes 

Northland 50 50 

Southland 200 100 

TOTAL 250 150 

This example includes no formulation of the preferences of consumers in the two 

economies which would allow the determination of the international exchange rate of 

Clothes and Food.  

Given the production capabilities of each country, in order for trade to be worthwhile 

Northland requires a price of at least one tonne of Food in exchange for one tonne of 

Clothes; and Southland requires at least one tonne of Clothes for two tonnes of Food. The 

http://en.wikipedia.org/wiki/Opportunity_cost
http://en.wikipedia.org/wiki/Full_employment
http://en.wikipedia.org/wiki/Factors_of_production
http://en.wikipedia.org/wiki/Price_mechanism
http://en.wikipedia.org/wiki/Perfect_competition
http://en.wikipedia.org/wiki/Perfect_competition
http://en.wikipedia.org/wiki/Absolute_advantage
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exchange price will be somewhere between the two. The remainder of the example works 

with an international trading price of one tonne of Food for 2/3 tonne of Clothes. 

If both specialize in the goods in which they have comparative advantage, their outputs 

will be: 

Production after trade 

 Food Clothes 

Northland 0 100 

Southland 300 50 

TOTAL 300 150 

World production of food increased. Clothing production remained the same. Using the 

exchange rate of one tonne of Food for 2/3 tonne of Clothes, Northland and Southland are 

able to trade to yield the following level of consumption: 

Consumption after trade 

 Food Clothes 

Northland 75 50 

Southland 225 100 

World total 300 150 

Northland traded 50 tonnes of Clothing for 75 tonnes of Food. Both benefited, and now 

consume at points outside their production possibility frontiers. 

http://en.wikipedia.org/wiki/Production_possibility_frontier
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Assumptions in Example 2 

 Two countries, two goods - the theory is no different for larger numbers of 

countries and goods, but the principles are clearer and the argument easier to 

follow in this simpler case. 

 Equal size economies - again, this is a simplification to produce a clearer 

example. 

 Full employment - if one or other of the economies has less than full 

employment of factors of production, then this excess capacity must usually be 

used up before the comparative advantage reasoning can be applied. 

 Constant opportunity costs - a more realistic treatment of opportunity costs the 

reasoning is broadly the same, but specialization of production can only be taken 

to the point at which the opportunity costs in the two countries become equal. 

This does not invalidate the principles of comparative advantage, but it does limit 

the magnitude of the benefit. 

 Perfect mobility of factors of production within countries - this is necessary to 

allow production to be switched without cost. In real economies this cost will be 

incurred: capital will be tied up in plant (sewing machines are not sowing 

machines) and labour will need to be retrained and relocated. This is why it is 

sometimes argued that 'nascent industries' should be protected from fully 

liberalised international trade during the period in which a high cost of entry into 

the market (capital equipment, training) is being paid for. 

 Immobility of factors of production between countries - why are there 

different rates of productivity? The modern version of comparative advantage 

(developed in the early twentieth century by the Swedish economists Eli 

Heckscher and Bertil Ohlin) attributes these differences to differences in nations' 

factor endowments. A nation will have comparative advantage in producing the 

good that uses intensively the factor it produces abundantly. For example: 

suppose the US has a relative abundance of capital and India has a relative 

abundance of labor. Suppose further that cars are capital intensive to produce, 

while cloth is labor intensive. Then the US will have a comparative advantage in 

making cars, and India will have a comparative advantage in making cloth. If 

there is international factor mobility this can change nations' relative factor 

abundance. The principle of comparative advantage still applies, but who has the 

advantage in what can change. 

 Negligible Transport Cost - Cost is not a cause of concern when countries 

decided to trade. It is ignored and not factored in. 

 Assume that half the resources are used to produce each good in each 

country. This takes place before specialization. 

 Perfect competition - this is a standard assumption that allows perfectly efficient 

allocation of productive resources in an idealized free market. 

Example 3 

The economist Paul Samuelson provided another well known example in his Economics. 

Suppose that in a particular city the best lawyer happens also to be the best secretary, that 

http://en.wikipedia.org/wiki/Paul_Samuelson
http://en.wikipedia.org/wiki/Economics_(textbook)
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is he would be the most productive lawyer and he would also be the best secretary in 

town. However, if this lawyer focused on the task of being an attorney and, instead of 

pursuing both occupations at once, employed a secretary, both the output of the lawyer 

and the secretary would increase. 

1.3.2 Effects on the economy 

Conditions that maximize comparative advantage do not automatically resolve trade 

deficits. In fact, in many real world examples where comparative advantage is attainable 

may in fact require a trade deficit. For example, the amount of goods produced can be 

maximized, yet it may involve a net transfer of wealth from one country to the other, 

often because economic agents have widely different rates of saving. 

As the markets change over time, the ratio of goods produced by one country versus 

another variously changes while maintaining the benefits of comparative advantage. This 

can cause national currencies to accumulate into bank deposits in foreign countries where 

a separate currency is used. 

Macroeconomic monetary policy is often adapted to address the depletion of a nation's 

currency from domestic hands by the issuance of more money, leading to a wide range of 

historical successes and failures. 

1.3.3 Criticism 

Development economics 

The theory of comparative advantage, and the corollary that nations should specialize, is 

criticized on pragmatic grounds within the import substitution industrialization theory of 

development economics, on empirical grounds by the Singer–Prebisch thesis which states 

that terms of trade between primary producers and manufactured goods deteriorate over 

time, and on theoretical grounds of infant industry and Keynesian economics. In older 

economic terms, comparative advantage has been opposed by mercantilism and economic 

nationalism. These argue instead that while a country may initially be comparatively 

disadvantaged in a given industry (such as Japanese cars in the 1950s), countries should 

shelter and invest in industries until they become globally competitive. Further, they 

argue that comparative advantage, as stated, is a static theory – it does not account for the 

possibility of advantage changing through investment or economic development, and thus 

does not provide guidance for long-term economic development. 

Free mobility of capital in a globalized world 

Ricardo explicitly bases his argument on an assumed immobility of capital: 

" ... if capital freely flowed towards those countries where it could be most 

profitably employed, there could be no difference in the rate of profit, and no 

other difference in the real or labour price of commodities, than the additional 

http://en.wikipedia.org/wiki/Import_substitution_industrialization
http://en.wikipedia.org/wiki/Development_economics
http://en.wikipedia.org/wiki/Singer%E2%80%93Prebisch_thesis
http://en.wikipedia.org/wiki/Infant_industry
http://en.wikipedia.org/wiki/Keynesian_economics
http://en.wikipedia.org/wiki/Mercantilism
http://en.wikipedia.org/wiki/Economic_nationalism
http://en.wikipedia.org/wiki/Economic_nationalism
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quantity of labour required to convey them to the various markets where they 

were to be sold."  

He explains why from his point of view (anno 1817) this is a reasonable assumption: 

"Experience, however, shows, that the fancied or real insecurity of capital, when not 

under the immediate control of its owner, together with the natural disinclination which 

every man has to quit the country of his birth and connexions, and entrust himself with all 

his habits fixed, to a strange government and new laws, checks the emigration of capital."  

 

Some scholars, notably Herman Daly, an American ecological economist and professor at 

the School of Public Policy of University of Maryland, have voiced concern over the 

applicability of Ricardo's theory of comparative advantage in light of a perceived increase 

in the mobility of capital: "International trade (governed by comparative advantage) 

becomes, with the introduction of free capital mobility, interregional trade (governed by 

Absolute advantage)."  

Adam Smith developed the principle of absolute advantage. The economist Paul Craig 

Roberts notes that the comparative advantage principles developed by David Ricardo do 

not hold where the factors of production are internationally mobile. Limitations to the 

theory may exist if there is single kind of utility. The very fact that people want food and 

shelter already indicates that multiple utilities are present in human desire. The moment 

the model expands from one good to multiple goods, the absolute may turn to a 

comparative advantage. However, global labor arbitrage, where one country exploits the 

cheap labor of another, would be a case of absolute advantage that is not mutually 

beneficial.  

Economist Ha-Joon Chang criticized that the comparative advantage principle may have 

helped developed countries maintain relative advancedness of technology and industry 

over developing countries. In his book Kicking Away the Ladder, Chang argued that all 

major developed countries, including the United States and United Kingdom, used 

interventionist, protectionist economic policies in order to get rich and then tried to forbid 

other countries from doing the same. For example, according to the comparative 

advantage principle, developing countries with a comparative advantage in agriculture 

should continue to specialize in agriculture and import high-technology widgits from 

developed countries with a comparative advantage in high technology. In the long run, 

developing countries would lag behind developed countries, and polarization of wealth 

would set in. Chang asserts that premature free trade has been one of the fundamental 

obstacles to poverty alleviation in many developing world. Recently, Asian countries 

such as South Korea, Japan and China have utilized protectionist economic policies in 

their economic development. 

1.3.4 Modern development of the Ricardian model 

The Ricardian trade model was studied by Graham, Jones, McKenzie and others. All the 

theories excluded intermediate goods, or traded input goods such as materials and capital 

http://en.wikipedia.org/wiki/Herman_Daly
http://en.wikipedia.org/wiki/Absolute_advantage
http://en.wikipedia.org/wiki/Adam_Smith
http://en.wikipedia.org/wiki/Absolute_advantage
http://en.wikipedia.org/wiki/Paul_Craig_Roberts
http://en.wikipedia.org/wiki/Paul_Craig_Roberts
http://en.wikipedia.org/wiki/David_Ricardo
http://en.wikipedia.org/wiki/Global_labor_arbitrage
http://en.wikipedia.org/wiki/Ha-Joon_Chang
http://en.wikipedia.org/wiki/United_States
http://en.wikipedia.org/wiki/United_Kingdom
http://en.wikipedia.org/wiki/South_Korea
http://en.wikipedia.org/wiki/Japan
http://en.wikipedia.org/wiki/China
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goods. McKenzie(1954), Jones(1961) and Samuelson(2001)emphasized that considerable 

gains from trade would be lost once intermediate goods were excluded from trade. In a 

famous comment McKenzie (1954, p.179) pointed that "A moment's consideration will 

convince one that Lancashire would be unlikely to produce cotton cloth if the cotton had 

to be grown in England."  

Recently, the theory was extended to the case that includes traded intermediates. Thus the 

"labor only" assumption (#1 above) was removed from the theory. Thus the new 

Ricardian theory, or the Ricardo-Sraffa model, as it is sometimes named, theoretically 

includes capital goods such as machines and materials, which are traded across countries. 

In the time of global trade, this assumption is much more realistic than the Heckscher-

Ohlin model, which assumes that capital is fixed inside the country and does not move 

internationally.  

1.4 HECKSCHER-OHLIN MODEL 

In the early 1900s an international trade theory called factor proportions theory emerged 

by two Swedish economists, Eli Heckscher and Bertil Ohlin. This theory is also called the 

Heckscher-Ohlin theory. The Heckscher-Ohlin theory stresses that countries should 

produce and export goods that require resources (factors) that are abundant and import 

goods that require resources in short supply. This theory differs from the theories of 

comparative advantage and absolute advantage since these theory focuses on the 

productivity of the production process for a particular good. On the contrary, the 

Heckscher-Ohlin theory states that a country should specialise production and export 

using the factors that are most abundant, and thus the cheapest. Not to produce, as earlier 

theories stated, the goods it produces most efficiently. 

The Heckscher-Ohlin model was produced as an alternative to the Ricardian model of 

basic comparative advantage. Despite its greater complexity it did not prove much more 

accurate in its predictions. However from a theoretical point of view it did provide an 

elegant solution by incorporating the neoclassical price mechanism into international 

trade theory. 

The theory argues that the pattern of international trade is determined by differences in 

factor endowments. It predicts that countries will export those goods that make intensive 

use of locally abundant factors and will import goods that make intensive use of factors 

that are locally scarce. Empirical problems with the H-O model, known as the Leontief 

paradox, were exposed in empirical tests by Wassily Leontief who found that the United 

States tended to export labor intensive goods despite having capital abundance. 

The H-O model makes the following core assumptions: 

1. Labor and capital flow freely between sectors 

2. The production of shoes is labor intensive and computers is capital intensive 

3. The amount of labor and capital in two countries differ (difference in 

endowments) 

http://en.wikipedia.org/wiki/Factor_endowments
http://en.wikipedia.org/wiki/Good_(economics)
http://en.wikipedia.org/wiki/Leontief_paradox
http://en.wikipedia.org/wiki/Leontief_paradox
http://en.wikipedia.org/wiki/Wassily_Leontief
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4. free trade 

5. technology is the same across countries (long-term) 

6. Tastes are the same. 

The problem with the H-O theory is that it excludes the trade of capital goods (including 

materials and fuels). In the H-O theory, labor and capital are fixed entities endowed to 

each country. In a modern economy, capital goods are traded internationally. Gains from 

trade of intermediate goods are considerable, as it was emphasized by Samuelson (2001). 

1.4.1 Reality and Applicability of the Heckscher-Ohlin Model 

The Heckscher-Ohlin theory is preferred to the Ricardo theory by many economists, 

because it makes fewer simplifying assumptions. In 1953, Wassily Leontief published a 

study, where he tested the validity of the Heckscher-Ohlin theory. The study showed that 

the U.S was more abundant in capital compared to other countries; therefore the U.S 

would export capital- intensive goods and import labour-intensive goods. Leontief found 

out that the U.S's export was less capital intensive than import. 

After the appearance of Leontief's paradox, many researchers tried to save the Heckscher-

Ohlin theory, either by new methods of measurement, or either by new interpretations. 

Leamer emphasized that Leontief did not interpret HO theory properly and claimed that 

with a right interpretation paradox did not occur. Brecher and Choudri found that, if 

Leamer was right, the American workers consumption per head should be lower than the 

workers world average consumption. 

Many other trials followed but most of them failed. Many of famous textbook writers, 

including Krugman and Obstfeld and Bowen, Hollander and Viane, are negative about 

the validity of H-O model.. After examining the long history of empirical research, 

Bowen, Hollander and Viane concluded: "Recent tests of the factor abundance theory [H-

O theory and its developed form into many-commodity and many-factor case] that 

directly examine the H-O-V equations also indicate the rejection of the theory." 

Heckscher-Ohlin theory is not well adapted to the analyze South-North trade problems. 

The assumptions of HO are less realistic with respect to N-S than N-N (or S-S) trade. 

Income differences between North and South is the one that third world cares most. The 

factor price equalization [a consequence of HO theory] has not shown much sign of 

realization. HO model assumes identical production functions between countries. This is 

highly unrealistic. Technological gap between developed and developing countries is the 

main concern of the poor countries. 

1.4.2 Specific factors model and Factor-Price Equalization 

The fourth major theorem that arises out of the Heckscher-Ohlin model is called the 

factor-price equalization theorem. Simply stated the theorem says that when the prices of 

the output goods are equalized between countries as they move to free trade, then the 

prices of the factors (capital and labor) will also be equalized between countries.  
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This implies that free trade will equalize the wages of workers and the rents earned on 

capital throughout the world.  

The theorem derives from the assumptions of the model, the most critical of which is the 

assumption that the two countries share the same production technology and that markets 

are perfectly competitive.  

In a perfectly competitive market the return to a factor of production depends upon the 

value of its marginal productivity. The marginal productivity of a factor, like labor, in 

turn depends upon the amount of labor being used as well as the amount of capital. As the 

amount of labor rises in an industry, labor's marginal productivity falls. As the amount of 

capital rises, labor's marginal productivity rises. Finally the value of productivity depends 

upon the output price commanded by the good in the market.  

In autarky, the two countries face different prices for the output goods. The difference in 

prices alone is sufficient to cause a deviation in wages and rents between countries, 

because it affects the marginal productivity. However, in addition, in a variable 

proportions model the difference in wages and rents also affects the capital-labor ratios in 

each industry, which in turn affects the marginal products. All of this means that for 

various reasons the wage and rental rates will differ between countries in autarky.  

Once free trade is allowed in outputs, output prices will become equal in the two 

countries. Since the two countries share the same marginal productivity relationships it 

follows that only one set of wage and rental rates can satisfy these relationships for a 

given set of output prices. Thus free trade will equalize goods prices and wage and rental 

rates.  

Since the two countries face the same wage and rental rates they will also produce each 

good using the same capital-labor ratio. However, because the countries continue to have 

different quantities of factor endowments, they will produce different quantities of the 

two goods.  

Global Competitiveness Index (2006-2007): competitiveness is an important determinant 

for the well-being of states in an international trade environment. 

In this model, labor mobility between industries is possible while capital is immobile 

between industries in the short-run. Thus, this model can be interpreted as a 'short run' 

version of the Heckscher-Ohlin model. The specific factors name refers to the given that 

in the short-run, specific factors of production such as physical capital are not easily 

transferable between industries. The theory suggests that if there is an increase in the 

price of a good, the owners of the factor of production specific to that good will profit in 

real terms. 

Additionally, owners of opposing specific factors of production (i.e. labor and capital) are 

likely to have opposing agendas when lobbying for controls over immigration of labor. 

Conversely, both owners of capital and labor profit in real terms from an increase in the 

http://en.wikipedia.org/wiki/Global_Competitiveness_Index
http://en.wikipedia.org/wiki/Competitiveness
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capital endowment. This model is ideal for particular industries. This model is ideal for 

understanding income distribution but awkward for discussing the pattern of trade. 

1.4.3 Stolper–Samuelson theorem and factor price 
 

The Stolper–Samuelson theorem is a basic theorem in trade theory. It describes a relation 

between the relative prices of output goods and relative factor rewards, specifically, real 

wages and real returns to capital. 

The theorem states that — under some economic assumptions (constant returns, perfect 

competition) — a rise in the relative price of a good will lead to a rise in the return to that 

factor which is used most intensively in the production of the good, and conversely, to a 

fall in the return to the other factor. 

 

It was derived in 1941 from within the framework of the Heckscher–Ohlin model by Paul 

Samuelson and Wolfgang Stolper, but has subsequently been derived in less restricted 

models. As a term, it is applied to all cases where the effect is seen. Ronald W. Jones and 

José Scheinkman (1977) show that under very general conditions the factor returns 

change with output prices as predicted by the theorem. If considering the change in real 

returns under increased international trade a robust finding of the theorem is that returns 

to the scarce factor will go down, ceteris paribus. A further robust corollary of the 

theorem is that a compensation to the scarce-factor exists which will overcome this effect 

and make increased trade Pareto optimal. 

 

The original Heckscher–Ohlin model was a two factor model with a labour market 

specified by a single number. Therefore, the early versions of the theorem could make no 

predictions about the effect on the unskilled labour force in a high income country under 

trade liberalization. However, more sophisticated models with multiple classes of worker 

productivity have been shown to produce the Stolper–Samuelson effect within each class 

of labour: Unskilled workers producing traded goods in a high-skill country will be worse 

off as international trade increases, because, relative to the world market in the good they 

produce, an unskilled first world production-line worker is a less abundant factor of 

production than capital. 

 

The Stolper–Samuelson theorem is closely linked to the factor price equalization 

theorem, which states that, regardless of international factor mobility, factor prices will 

tend to equalize across countries that do not differ in technology. 

 

Derivation 

 

Considering a two-good economy that produces only wheat and cloth, with labour and 

land being the only factors of production, wheat a land-intensive industry and cloth a 

labour-intensive one, and assuming that the price of each product equals its marginal 

cost, the theorem can be derived. 

 

The price of cloth should be: 

 

http://en.wikipedia.org/wiki/Trade
http://en.wikipedia.org/wiki/Real_wage
http://en.wikipedia.org/wiki/Real_wage
http://en.wikipedia.org/wiki/Economic
http://en.wikipedia.org/wiki/Heckscher%E2%80%93Ohlin_model
http://en.wikipedia.org/wiki/Paul_Samuelson
http://en.wikipedia.org/wiki/Paul_Samuelson
http://en.wikipedia.org/wiki/Wolfgang_Stolper
http://en.wikipedia.org/wiki/Ronald_W._Jones
http://en.wikipedia.org/wiki/Jos%C3%A9_Scheinkman
http://en.wikipedia.org/wiki/International_trade
http://en.wikipedia.org/wiki/Ceteris_paribus
http://en.wikipedia.org/wiki/Compensation
http://en.wikipedia.org/wiki/Pareto_optimal
http://en.wikipedia.org/wiki/Heckscher%E2%80%93Ohlin_model
http://en.wikipedia.org/wiki/First_world
http://en.wikipedia.org/wiki/Factor_price_equalization_theorem
http://en.wikipedia.org/wiki/Factor_price_equalization_theorem


 19 

(1)  

 

with P(C) standing for the price of cloth, r standing for rent paid to landowners, w for 

wage levels and a and b respectively standing for the amount of land and labour used. 

Similarly, the price of wheat would be: 

 

(2)  

 

with P(W) standing for the price of wheat, r and w for rent and wages, and c and d for the 

respective amount of land and labour used. 

 

If, then, cloth experiences a rise in its price, at least one of its factors must also become 

more expensive, for equation 1 to hold true, since the relative amounts of labour and land 

are not affected by changing prices. It can be assumed that it would be labour, the 

intensively used factor in the production of cloth that would rise. 

 

When wages rise, rent must fall, in order for equation 2 to hold true. But a fall in rent also 

affects equation 1. For it to still hold true, then, the rise in wages must be more than 

proportional to the rise in cloth prices. 

 

A rise in the price of a product, then, will more than proportionally raise the return to the 

most intensively used factor, and a fall on the return to the less intensively used factor. 

 

1.5 NEW TRADE THEORY 

New Trade theory tries to explain several facts about trade, which the two main models 

above have difficulty with. These include the fact that most trade is between countries 

with similar factor endowment and productivity levels, and the large amount of 

multinational production (i.e. foreign direct investment) which exists. In one example of 

this framework, the economy exhibits monopolistic competition and increasing returns to 

scale. There are three basic theories that global marketer has to comprehend: 1. 

Comparative Advantage Theory 2. Trade or product trade cycle theory 3. Business 

orientation theory 

1.6 GRAVITY MODEL 

The Gravity model of trade presents a more empirical analysis of trading patterns rather 

than the more theoretical models discussed above. The gravity model, in its basic form, 

predicts trade based on the distance between countries and the interaction of the 

countries' economic sizes. The model mimics the Newtonian law of gravity which also 

considers distance and physical size between two objects. The model has been proven to 

be empirically strong through econometric analysis. Other factors such as income level, 

diplomatic relationships between countries, and trade policies are also included in 

expanded versions of the model. 

http://en.wikipedia.org/wiki/Monopolistic_competition
http://en.wikipedia.org/wiki/Law_of_gravity
http://en.wikipedia.org/wiki/Econometric
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1.7 REGULATION OF INTERNATIONAL TRADE 

Traditionally trade was regulated through bilateral treaties between two nations. For 

centuries under the belief in mercantilism most nations had high tariffs and many 

restrictions on international trade. In the 19th century, especially in the United Kingdom, 

a belief in free trade became paramount. This belief became the dominant thinking 

among western nations since then. In the years since the Second World War, 

controversial multilateral treaties like the General Agreement on Tariffs and Trade 

(GATT) and World Trade Organization have attempted to promote free trade while 

creating a globally regulated trade structure. These trade agreements have often resulted 

in discontent and protest with claims of unfair trade that is not beneficial to developing 

countries. 

Free trade is usually most strongly supported by the most economically powerful nations, 

though they often engage in selective protectionism for those industries which are 

strategically important such as the protective tariffs applied to agriculture by the United 

States and Europe. The Netherlands and the United Kingdom were both strong advocates 

of free trade when they were economically dominant, today the United States, the United 

Kingdom, Australia and Japan are its greatest proponents. However, many other countries 

(such as India, China and Russia) are increasingly becoming advocates of free trade as 

they become more economically powerful themselves. As tariff levels fall there is also an 

increasing willingness to negotiate non tariff measures, including foreign direct 

investment, procurement and trade facilitation. The latter looks at the transaction cost 

associated with meeting trade and customs procedures. 

Traditionally agricultural interests are usually in favour of free trade while manufacturing 

sectors often support protectionism. This has changed somewhat in recent years, 

however. In fact, agricultural lobbies, particularly in the United States, Europe and Japan, 

are chiefly responsible for particular rules in the major international trade treaties which 

allow for more protectionist measures in agriculture than for most other goods and 

services. 

During recessions there is often strong domestic pressure to increase tariffs to protect 

domestic industries. This occurred around the world during the Great Depression. Many 

economists have attempted to portray tariffs as the underlining reason behind the collapse 

in world trade that many believe seriously deepened the depression. 

The regulation of international trade is done through the World Trade Organization at the 

global level, and through several other regional arrangements such as MERCOSUR in 

South America, the North American Free Trade Agreement (NAFTA) between the 

United States, Canada and Mexico, and the European Union between 27 independent 

states. The 2005 Buenos Aires talks on the planned establishment of the Free Trade Area 

of the Americas (FTAA) failed largely because of opposition from the populations of 

Latin American nations. Similar agreements such as the Multilateral Agreement on 

Investment (MAI) have also failed in recent years. 

http://en.wikipedia.org/wiki/List_of_bilateral_free_trade_agreements
http://en.wikipedia.org/wiki/Mercantilism
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http://en.wikipedia.org/wiki/United_Kingdom
http://en.wikipedia.org/wiki/Free_trade
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http://en.wikipedia.org/wiki/Multilateral
http://en.wikipedia.org/wiki/General_Agreement_on_Tariffs_and_Trade
http://en.wikipedia.org/wiki/World_Trade_Organization
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http://en.wikipedia.org/wiki/North_American_Free_Trade_Agreement
http://en.wikipedia.org/wiki/European_Union
http://en.wikipedia.org/wiki/Free_Trade_Area_of_the_Americas
http://en.wikipedia.org/wiki/Free_Trade_Area_of_the_Americas
http://en.wikipedia.org/wiki/Multilateral_Agreement_on_Investment
http://en.wikipedia.org/wiki/Multilateral_Agreement_on_Investment
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1.7.1 Risk in international trade 

Companies doing business across international borders face many of the same risks as 

would normally be evident in strictly domestic transactions. For example, 

 Buyer insolvency (purchaser cannot pay); 

 Non-acceptance (buyer rejects goods as different from the agreed upon 

specifications); 

 Credit risk (allowing the buyer to take possession of goods prior to payment); 

 Regulatory risk (e.g., a change in rules that prevents the transaction); 

 Intervention (governmental action to prevent a transaction being completed); 

 Political risk (change in leadership interfering with transactions or prices); and 

 War and Acts of God. 

In addition, international trade also faces the risk of unfavorable exchange rate 

movements (and, the potential benefit of favorable movements).  

1.8 EMPIRICAL TESTING OF THEORY OF ABSOLUTE COST 

 
During the seventeenth and eighteenth centuries the dominant economic philosophy was 

mercantilism, which advocated severe restrictions on import and aggressive efforts to 

increase export. The resulting export surplus was supposed to enrich the nation through 

the inflow of precious metals. Adam Smith (1776), who is regarded as the father of 

modern economics, countered mercantilist ideas by developing the concept of absolute 

advantage. He argued that it was impossible for all nations to become rich 

simultaneously by following mercantilist prescriptions because the export of one nation is 

another nation‘s import. However, all nations would gain simultaneously if they practiced 

free trade and specialized in accordance with their absolute advantage. Table I, 

illustrating Smith‘s concept of absolute advantage, shows quantities of wheat and cloth 

produced by one hour‘s work in two countries, the United States and the United 

Kingdom. 
 

 

 
 

TABLE 1 

 

Absolute 

advantage 

Wheat (bushel/hr)    6 1 

 

Clothes (yards/hr)    4 5 

       US         UK 
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Division of labor and specialization occupy a central place in Smith‘s writing. Table I 

indicates what the international division of labor should be, as the United States has an 

absolute advantage in wheat and the U.K. has an absolute advantage in cloth. Smith‘s 

absolute advantage is determined by a simple comparison of labor productivities across 

countries.  

 

Smith‘s theory of absolute advantage predicts that the United States will produce only 

wheat (W) and the U.K. will produce only cloth (C). Both nations would gain if they 

have unrestricted trade in wheat and cloth. If they trade 6W for 6C, then the gain of the 

United States is 1/2 hour‘s work, which is required to produce the extra 2C that it is 

getting through trade with the U.K. Because the U.K. stops wheat production, the 6W it 

gets from the United States will save six hours of labor time with which 30C can be 

produced. After exchanging 6C out of 30C, the U.K. is left with 24C, which is equivalent 

to almost five hours‘ labor time. 

 

Nations can produce more quantities of goods in which they have absolute advantage 

with the labor time they save through international trade. Though Smith successfully 

established the case for free trade, he did not develop the concept of comparative 

advantage. Because absolute advantage is determined by a simple comparison of labor 

productivities, it is possible for a nation to have absolute advantage in nothing. In Table I, 

if the labor productivity in cloth production in the United States happened to be 8 instead 

of 4, then the United States would have absolute advantage in both goods and the U.K. 

would have absolute advantage in neither.  

 

Adam Smith, however, was much more concerned with the role of foreign trade in 

economic development and his model was essentially a dynamic one with variable factor 

supplies, as pointed out by Hla Myint (1977).  

 

David Ricardo (1817) was concerned with the static resource allocation problem when he 

defined the concept of comparative advantage, which is determined not by absolute 

values of labor productivity but by labor productivity ratios. Ricardo would have 

interpreted the numbers in Table I by pointing out that, whereas U.S. labor in wheat 

production is 1.5 (= 6/4) times as productive as it is in cloth production, the U.K.‘s labor 

productivity in wheat is only one fifth of its labor productivity in cloth. Therefore, the 

United States has comparative advantage in wheat and by inverting these ratios one can 

show that the U.K. has comparative advantage in cloth.  

 

This pattern of comparative advantage will not be affected if the United Sates has 

absolute advantage in both wheat and cloth, which will be the case if we raise U.S. labor 

productivity in cloth from 4 to 8. This is because 3/4 will still be greater than 1/5. The 

rationale of labor productivity ratios comes from Ricardo‘s labor theory of value.  

 

Ricardo treated labor as the only source of value, as all other factors of production (such 

as capital) are also produced by labor. Thus the price of a good (P) is simply equal to the 

wage rate (w) times the labor (L) used in production, divided by output (Q), as profit is 

zero in competitive markets: P = (w L)/Q. Because the average productivity of labor is a 
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= Q / L, P = w / a. If the labor market is competitive, the wage rate paid in all industries 

will be the same. Therefore, the ratio between the price of wheat (Pw) and the price of 

cloth (Pc) will be equal to the ratio between average productivity of labor in cloth (ac) 

and average productivity of labor  in wheat (aw): [Pw / Pc] = [ac / aw]. This creates a 

direct link between comparative advantage and relative commodity prices in a 

competitive economy. If the United States has comparative advantage in wheat 

production, wheat will be relatively cheaper in the United States than in the U.K., which 

provides the basis for trade. 

 

Ricardo‘s theory of comparative advantage creates hope for technologically backward 

countries by implying that they can be a part of world trading system even though their 

labor productivity in every good may be lower than that in the developed countries. In the 

Ricardian model, trade is a win-win situation, as workers in all trading countries are able 

to consume more of all goods. Ricardo was blissfully unaware of the complications that 

would be created if his model included another factor such as capital, and if the producers 

had responded to changes in factor price ratio in favor of the cheaper factor. It was 

Wolfgang Stolper and Paul A. Samuelson (1941) who later discussed the effect of 

international trade on income distribution.  

 

The comparative advantage model has many unrealistic assumptions, which ignore the 

fact that the real world consists of many countries producing many goods using many 

factors of production. Each market is assumed to be perfectly competitive, when in 

reality there are many industries in which firms have market power. Labor productivity is 

assumed to be fixed and full employment is guaranteed. The model assumes that 

technology differences are the only differences that exist between the countries. Finally, 

in a dynamic context, comparative advantage changes, as trade in goods and capital alter 

the trading countries‘ factor endowments. 

 

Hajime Oniki and Hirofumi Uzawa (1965) have shown in a formal model how trade and 

economic growth continuously change patterns of trade and specialization. In spite of its 

shortcomings, some of which have been removed by subsequent research (see Chipman 

1965–1966), Ricardo‘s model carries a message that cannot be ignored. Ricardo‘s most 

important contribution lies in the fact that he was the first economist to link specialization 

with opportunity cost, which is the basis of modern trade theory. As for empirical testing 

of Ricardo‘s theories, G. D. A. MacDougall (1951–1952) demonstrated that trade 

between the United States and the U.K. in 1937 followed Ricardo‘s prediction. As a 

matter of fact, Ricardian theory performs better in empirical testing than most other 

theories. 

 

Activity 1 

 

1. What do you understand by ‗theories of trade‘? Discuss Ricardo Model in detail 

along with suitable examples. 

2. What are the assumptions in Heckscher – Ohlin model of trade? 

3. Discuss the difference between new trade theory and the gravity model. 

4. Write a brief note on empirical testing of theory of absolute cost. 
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1.9 SUMMARY 
  

The unit started with the discussion of trade theories and variety of these theories. In the 

next section Ricardian model of absolute advantage was dealt. In a Ricardian model, 

countries specialize in producing what they produce best. Unlike other models, the 

Ricardian framework predicts that countries will fully specialize instead of producing a 

broad array of goods. The next concern was Heckscher and Ohlin model. The theory 

argues that the pattern of international trade is determined by differences in factor 

endowments. It predicts that countries will export those goods that make intensive use of 

locally abundant factors and will import goods that make intensive use of factors that are 

locally scarce. New trade theory was discussed followed by the gravity model. 

Regulations of International trade were explained in detail and finally empirical testing of 

theory of absolute cost was revealed.  
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UNIT 2 

MEASUREMENT OF GAINS FROM TRADE 

Objectives 

After studying this unit you should be able to: 

 Understand the approach of gains from trade  

 Know the methods of measurement and distribution of gains from trade  

 Appreciate the approaches terms of trade 

 Describe the role of trade in the growth of the economies 

Structure 

2.1 Introduction 

2.2 Measurement and distribution of gains from trade 

2.3 Terms of trade 

2.4 Trade as an engine of economic growth 

2.5 Summary 

2.6 Further readings 

 

2.1 INTRODUCTION  

Gains trade in economics refers to net benefits to agents from voluntary trading with each 

other. It is commonly described as resulting from: 

 specialization in production from division of labor, economies of scale, and 

relative availability of factor resources and in types of output by farms, 

businesses, location, and economies 

 a resulting increase in total output possibilities 

 trade through markets from sale of one type of output for other, more highly 

valued goods.  

Market incentives, such as reflected in prices of outputs and inputs, are theorized to 

attract factors of production, including labor, into activities according to comparative 

advantage, that is, for which they each have a low opportunity cost. The factor owners 

then use their increased income from such specialization to buy more-valued goods of 

which they would otherwise be high-cost producers, hence their gains from trade. The 

concept may be applied to an entire economy for the alternatives of autarky (no trade) or 

trade. A measure of total gains from trade is the sum of consumer surplus and producer 

profits or, more roughly, the increased output from specialization in production with 

resulting trade. Gains from trade may also refer to net benefits to a country from lowering 

barriers to trade such as tariffs on imports.  
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http://en.wikipedia.org/wiki/Production-possibility_frontier
http://en.wikipedia.org/wiki/Markets
http://en.wikipedia.org/wiki/Price
http://en.wikipedia.org/wiki/Factors_of_production
http://en.wikipedia.org/wiki/Comparative_advantage
http://en.wikipedia.org/wiki/Comparative_advantage
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From publication of Adam Smith's The Wealth of Nations in 1776, it has been widely 

argued, that, with competition and absent market distortions, such gains are positive in 

moving toward free trade and away from autarky or prohibitively high import tariffs. 

Rigorous early statements of the conditions under which this proposition holds are found 

in Samuelson in 1939 and 1962. For the analytically tractable general case of Arrow-

Debreu goods, formal proofs came in 1972 for determining the condition of no losers in 

moving from autarky toward free trade. It does not follow that no tariffs are the best an 

economy could do. Rather, a large economy might be able to set taxes and subsidies to its 

benefit at the expense of other economies. Later results of Kemp and others showed that 

in an Arrow-Debreu world with a system of lump-sum compensatory mechanisms, 

corresponding to a customs union for a given subset set of countries (described by free 

trade among a group of economies and a common set of tariffs), there is a common set of 

world' tariffs such that no country would be worse off than in the smaller customs union. 

The suggestion is that if a customs union has advantages for an economy, there is a 

worldwide customs union that is at least as good for each country in the world 

2 . 2  M E A S U R E M E N T  A N D  D I S T R I B U T I O N  O F  

G A I N S  F R O M  T R A D E  
 

There are potentially many gains in economic welfare to be achieved through free trade: 

 Greater choice of products for consumers 

 

 Increased competition for producers 

 

 Other countries can supply certain products more efficiently 

 

 Trade speeds up the pace of technological progress and innovation 

 

 Businesses are better placed to exploit economies of scale 

 

 Political benefits from expansion of global trade 

 

The theory of comparative advantage can show these gains from trade: The diagrams 

below take you through an example: 

Establishing the comparative advantage: 

http://en.wikipedia.org/wiki/Adam_Smith
http://en.wikipedia.org/wiki/The_Wealth_of_Nations
http://en.wikipedia.org/wiki/Distortions_(economics)
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With half their economic resources allocated to each product, Germany can produce more 

of both freezers and dishwashers than Italy. But Italy is closest to Germany in producing 

freezers. The opportunity cost of each extra freezer for Italy is 1/4 dishwasher, whereas 

for Germany the opportunity cost is 1/2 of a dishwasher. Italy should therefore specialise 

in the production of freezers. Germany has a comparative advantage in freezers.  

The effects of specialisation 

 

Specialisation has led to an increase in output of both goods (pre specialisation output is 

shown in brackets at the bottom of the table) 

Gains from trade between the two countries 
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For mutually beneficial trade to take place an acceptable term of trade between freezers 

and dishwashers has to be established. Both countries stand to gain from a swap of 3 

freezers for 1 dishwasher. The allocation of output after trade has taken place is shown in 

the table above. 

The main reason why the presence of economies of scale can generate trade gains is 

because the reallocation of resources can raise world productive efficiency. Basic  

Assumptions  

Suppose there are two countries, the US and France, producing two goods, clothing and 

steel, using one factor of production, labor. Assume the production technology is 

identical in both countries and can be described with the following production functions.  

Production of Clothing:  

US France 

 
 

where  

QC = quantity of clothing produced in the U.S.  

LC = amount of labor applied to clothing production in the U.S.  
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aLC = unit-labor requirement in clothing production in the U.S. and France ( hours of labor 

necessary to produce one rack of clothing)  

and where all starred variables are defined in the same way but refer to the process in 

France. Note that since production technology is assumed the same in both countries, we 

use the same unit-labor requirement in the US and the French production function.  

Production of Steel: The production of steel is assumed to exhibit economies of scale in 

production.  

US France 

 
 

where  

QS = quantity of steel produced in the U.S.  

LS = amount of labor applied to steel production in the U.S.  

aLS(QS) = unit-labor requirement in steel production in the U.S. ( hours of labor necessary 

to produce one ton of steel). Note, it is assumed that the unit labor requirement is a 

function of the level of steel output in the domestic industry. More specifically we will 

assume that the unit-labor requirement falls as industry output rises.  

Resource Constraint: The production decision is how to allocate labor between the two 

industries. We assume that labor is homogeneous and freely mobile between industries. 

The labor constraints are given below.  

US France 

  

where L is the labor endowment in the US and L* is the endowment in France. When the 

resource constraint holds with equality it implies that the resource is fully employed.  

Demand: We will assume that the US and France have identical demands for the two 

products.  

A Numerical Example  
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We proceed much as Ricardo did in presenting the argument of the gains from 

specialization in one's comparative advantage good. First we will construct autarky 

equilibrium in this model assuming that the two countries are identical in every respect. 

Then we will show how an improvement in world productive efficiency can arise if one 

of the two countries produces all of the steel that is demanded in the world.  

 

 

 

 

 

 

 

Figure 1 

Suppose the exogenous variables in the two countries take the values in the following 

table.  

US 
 

L = 100 

France 
 

L* = 100 

 

Let the unit-labor requirement for steel be read off of the adjoining graph. The graph 

shows that when 50 tons of steel are produced by the economy, the unit-labor 

requirement is 1 hour of labor per ton of steel. However, when 120 tons of steel are 

produced, the unit-labor requirement falls to ½ hour of labor per ton of steel.  

An Autarky Equilibrium  

The US and France, assumed to be identical in all respects, will share identical autarky 

equilibria. Suppose the equilibria are such that production of steel in each country is 50 

tons. Since at 50 tons of output, the unit-labor requirement is 1, it means that the total 

amount of labor used in steel production is 50 hours. That leaves 50 hours of labor to be 

allocated to the production of clothing, which with a unit-labor requirement of 1 also, 

means that total output of clothing is 50 racks. The autarky production and consumption 

levels are summarized below.  
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Autarky Production/Consumption 

 Clothing 

(racks) 

Steel (tons) 

US 50 50 

France 50 50 

World Total 100 100 

The problem with these initial autarky equilibria is that because demands and supplies are 

identical in the two countries, the prices of the goods would also be identical. With 

identical prices, there would be no incentive to trade if trade suddenly became free 

between the two countries.  

Gains from Specialization  

Despite the lack of incentive to trade in the original autarky equilibria, we can show, 

nevertheless, that trade could be advantageous for both countries. All that is necessary is 

for one of the two countries to produce all of the good with economies of scale and let the 

other country specialize in the other good.  

For example, suppose we let France produce 120 tons of steel. This is greater than the 

100 tons of world output of steel in the autarky equilibria. Since the unit-labor 

requirement of steel is ½ when 120 tons of steel are produced by one country, the total 

labor can be found by plugging these numbers into the production function. That is, since 

QS
* = LS

*/aLS, QS
* = 120 and aLS = ½, it must be that LS

* = 60. In autarky it took 100 hours 

of labor for two countries to produce 100 tons of steel. Now it would take France 60 

hours to produce 120 tons. That means more output with less labor.  

If France allocates its remaining 40 hours of labor to clothing production and if the US 

specializes in clothing production, then production levels in each country and world totals 

after the reallocation of labor would be as shown in the following table.  

Reallocated Production 

 Clothing 

(racks) 

Steel (tons) 

US 100 0 

France 40 120 

World Total 140 120 
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The important result here is that it is possible to find a reallocation of labor across 

industries such that world output of both goods rises. Or in other words, there is an 

increase in world productive efficiency.  

If output of both goods rises then surely it must be possible to find a term of trade such 

that both countries would gain from trade. For example, if France were to export 60 tons 

of steel and import 30 racks of clothing then each country would consume 70 units of 

clothing (20 more than in autarky) and 60 tons of steel (10 more than in autarky).  

The final conclusion of this numerical example is that when there are economies of scale 

in production then free trade, after an appropriate reallocation of labor, can improve 

national welfare for both countries relative to autarky. The welfare improvement arises 

because by concentrating production in the economies of scale industry in one country, 

advantage can be taken of the productive efficiency improvements.  

2.3 TERMS OF TRADE 

In international economics and international trade, terms of trade or TOT is the relative 

prices of a country's export to import. "Terms of trade" are sometimes used as a proxy for 

the relative social welfare of a country, but this heuristic is technically questionable and 

should be used with extreme caution. An improvement in a nation's terms of trade (the 

increase of the ratio) is good for that country in the sense that it has to pay less for the 

products it imports. That is, it has to give up fewer exports for the imports it receives. 

2.3.1 The term 

"Terms of trade" takes a plural form. However, it is a single number that represents the 

ratio of the relative prices. 

Significance  

Changes in a country's terms of trade can have important effects on its balance of 

payments and on its economic growth. Deterioration in the NBTT, for example, will 

worsen a country's trade balance -- unless it is offset by an increase in export volume -- 

so that in order to restore balance it will need to export more and/or import less. Since 

domestic investment in most developing countries depends heavily on imported capital 

equipment, spare parts, etc., any substantial cut in imports will hit investment and thereby 

restrict, or even reduce, economic growth. Conversely, a substantial improvement in a 

country's NBTT, or in its ITT, would allow it to expand imports, including imports of 

capital equipment, and thus lay a basis for continued, or accelerated, economic growth in 

the future.  

The terms of trade measures the rate of exchange of one good or service for another when 

two countries trade with each other.  

For international trade to be mutually beneficial for each country, the terms of trade must 

lay within the opportunity cost ratios for both countries.  

http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/International_trade
http://en.wikipedia.org/wiki/Social_welfare
http://en.wikipedia.org/wiki/Import
http://en.wikipedia.org/wiki/Export
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We calculate the terms of trade as an index number using the following formula: 

Terms of Trade Index   

ToT = 100 x Average export price index / Average import price index 

If export prices are rising faster than import prices, the terms of trade index will rise. 

This means that fewer exports have to be given up in exchange for a given volume of 

imports.  

If import prices rise faster than export prices, the terms of trade have deteriorated. A 

greater volume of exports has to be sold to finance a given amount of imported goods and 

services. 

The terms of trade fluctuate in line with changes in export and import prices. Clearly the 

exchange rate and the rate of inflation can both influence the direction of any change in 

the terms of trade.  

2.3.2 Oil prices and the terms of trade 

Many developing countries are heavily dependent on exporting oil. And volatility in 

international commodity markets creates serious problems with these countries‘ terms of 

trade. In the chart below, notice how closely the annual % change in the terms of trade 

follows the movement in oil export prices.  

When oil values collapsed in 1998, developing countries faced the enormous problem of 

having to export much more oil to pay for a given volume of imports. The worsening in 

the terms of trade will have adversely affected living standards in these countries. There 

has been a sharp rebound in global oil prices this year, helping to boost the terms of trade 

for oil exporters.  

2.3.3 Terms of trade for developing nations 

Developing countries can be caught in a trap where average price levels for their main 

exports decline in the long run. This depressed the real value of their exports and worsens 

the terms of trade. A greater volume of exports have to be given up to finance essential 

imports of raw materials, components and fixed capital goods.  

The problems intensified in 1998 with the collapse in the currencies of many Asian 

developing countries. A big fall in the terms of trade signifies a reduction in real living 

standards since imports of goods and services have become relatively more expensive. 
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Figure 2 

2.3.4 Terms of trade and competitiveness 

Consider the effects of a large fall in the value of the exchange rate. The effect should be 

a fall in export prices and a rise in the cost of imports. This worsens the terms of trade 

index. But the lower exchange rate restores competitiveness for a country since demand 

for exports should grow and import demand from domestic consumers should slow 

down.  

Much depends on how producers respond to the lower exchange rate. And for countries 

without a diversified industrial base, the decline in earnings from each unit of exports has 

a damaging effect on output, investment and employment. 

2.3.5 Two country model CIE economics 

In the simplified case of two countries and two commodities, terms of trade is defined as 

the ratio of the price a country receives for its export commodity to the price it pays for 

its import commodity. In this simple case the imports of one country are the exports of 

the other country. For example, if a country exports 50 dollars worth of product in 

exchange for 100 dollars worth of imported product, that country's terms of trade are 

50/100 = 0.5. The terms of trade for the other country must be the reciprocal (100/50 = 

2). When this number is falling, the country is said to have "deteriorating terms of trade". 

If multiplied by 100, these calculations can be expressed as a percentage (50% and 200% 

respectively). If a country's terms of trade fall from say 100% to 70% (from 1.0 to 0.7), it 

has experienced a 30% deterioration in its terms of trade. When doing longitudinal (time 

series) calculations, it is common to set the base year to make interpretation of the results 

easier. 

In basic Microeconomics, the terms of trade are usually set in the interval between the 

opportunity costs for the production of a given good of two countries. 
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Terms of trade is the ratio of a country's export price index to its import price index, 

multiplied by 100 

2.3.6 Multi-commodity multi-country model 

In the more realistic case of many products exchanged between many countries, terms of 

trade can be calculated using a Laspeyres index. In this case, a nation's terms of trade is 

the ratio of the Laspeyre price index of exports to the Laspeyre price index of imports. 

The Laspeyre export index is the current value of the base period exports divided by the 

base period value of the base period exports. Similarly, the Laspeyres import index is the 

current value of the base period imports divided by the base period value of the base 

period imports. 

 

Where 

price of exports in the current period 

quantity of exports in the base period 

price of exports in the base period 

price of imports in the current period 

quantity of imports in the base period 

price of imports in the base period 

Basically: Export Price Over Import price times 100 If the percentage is over 100% then 

your economy is doing well (Capital Accumulation) If the percentage is under 100% then 

your economy is not going well (More money going out then coming in) 

2.3.7 Other terms-of-trade calculations 

1. The net barter terms of trade is the ratio (expressed as a percentage) of relative 

export and import prices when volume is held constant. 

2. The gross barter terms of trade is the ratio (expressed as a percent) of a 

quantity index of exports to a quantity index of inputs. 

3. The income terms of trade is the ratio (expressed as a percent) of the value of 

exports to the price of imports. 

4. The single factorial terms of trade is the net barter terms of trade adjusted for 

changes in the productivity of exports. 

5. The double factorial terms of trade adjusts for both the productivity of exports 

and the productivity of imports. 

2.3.8 Limitations 

http://en.wikipedia.org/wiki/Laspeyres_index


 36 

Terms of trade should not be used as synonymous with social welfare, or even Pareto 

economic welfare. Terms of trade calculations do not tell us about the volume of the 

countries' exports, only relative changes between countries. To understand how a 

country's social utility changes, it is necessary to consider changes in the volume of trade, 

changes in productivity and resource allocation, and changes in capital flows. 

The price of exports from a country can be heavily influenced by the value of its 

currency, which can in turn be heavily influenced by the interest rate in that country. If 

the value of currency of a particular country is increased due to an increase in interest rate 

one can expect the terms of trade to improve. However this may not necessarily mean an 

improved standard of living for the country since an increase in the price of exports 

perceived by other nations will result in a lower volume of exports. As a result, exporters 

in the country may actually be struggling to sell their goods in the international market 

even though they are enjoying a (supposedly) high price. An example of this is the high 

export price suffered by New Zealand exporters since mid-2000 as a result of the 

historical mandate given to the Reserve Bank of New Zealand to control inflation. 

In the real world of over 200 nations trading hundreds of thousands of products, terms of 

trade calculations can get very complex. Thus, the possibility of errors is significant. 

2.4 TRADE AS AN ENGINE OF ECONOMIC GROWTH 
 

The Classical and Neo Classical economists believed that participation in international 

trade could be a strong positive force for economic development. There are some related 

reasons that can be analyzed to support this argument. One approach to development is to 

concentrate in producing export in industrial sector. Promoting exports could directly 

lead to economic development either through encouraging production of goods for export 

or allowing accumulation of foreign exchange which enables importation of capital 

inputs indispensable for export. Moreover, such trade may result in facilitates more 

diffusion of knowledge, enhance efficiency of input. Hence, pace the progress of 

economic development. In any of these three cases, international trade can be described 

as an ―engine of growth‖. (See Hogendorn, 1996, Cyper & Dietz, 1997).  

 

There are various standard methods that have been tested in detecting the relationship 

between trade and economic growth, and the result vary accordingly. Although there are 

some disagreements among economists due to the different approach, some analyses find 

that there is a strong positive relationship between trade and growth. This article will 

analyze the three arguments for that international trade as an ―engine of growth‖ and 

indicate some problems with these arguments.  

 

The organization of this article will be as follows. Section II deals with the effectiveness 

of export promotion in fostering growth. Section III describes the link of import to 

growth. Section IV discusses the knowledge diffusion through trade. Finally, Section V 

offers some concluding remarks.  

 

2.4.1 Export-led Growth  

http://en.wikipedia.org/wiki/Pareto_efficiency
http://en.wikipedia.org/wiki/Pareto_efficiency
http://en.wikipedia.org/wiki/Utility
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First of all, one technique to identify the important role of trade is to notice on the 

effectiveness of export promotion (outward-looking strategy) in fostering economic 

growth. In this strategy, the countries initiate adding-on the existing export structure of 

some standard manufactured goods exports, but without the scheme of reducing the 

importance of the primary product export base within the overall export structure (Cyper 

and Dietz, 1997). By concentrating and differentiating on producing export, the countries 

anticipate the main advantage of trade is not terminating in static gain but will gradually 

establish dynamic comparative advantages to reach the dynamic gains. The dynamic gain 

can stimulate innovation and exploit better economies of scale and in turn better 

economic growth. In short the hypothesis of export promotion states that export growth, 

especially manufacture export product, is indeed important prior the economic growth.  

 

Sinha and Sinha (1996) paid more attention to the cross section and the time series 

studies of trade balance, X-M, to illustrate the trade-led growth. They found a positive 

relationship between the growth of openness [(X-M)] / GDP] and the growth rate of 

selected Asian countries‘ GDP for various decades of 1951-1990. It suggests that export 

promotion is an important contributor to economic growth. Balassa (1989) argued that 

the favorable effects of trade, especially export, on economic growth would be higher if 

such a country employs outward-looking industrialization strategy. Since such strategy 

would be more likely to ensure trade leading to a more efficient utilization of the 

productive resources. While countries with inward-oriented strategy industrialization 

would have limited effort to increase export growth. Since, in such economies the 

absorption capacity of domestic resources for producing manufactured product was 

highly constraint of protection.  

 

Similarly, Asafu-Adjaye and Chakraborty (1999) found evidence which is consistent with 

the weak relationship between exports and real output for inward looking countries. They 

provided a super exogeneity test for export and found that exports were weakly 

exogenous implying inward-oriented strategy was ineffective development strategy when 

prematurely initiated. They also argued the failure to support export –led growth by the 

fact that the export of such country is still dominated by primary product. Thus, these 

findings give clear impression that export promotion is an effective development strategy 

as long as country can either develop static comparative advantage or move toward a 

more dynamic and productive economy within outward-oriented strategy.  

 

2.4.2 The Role of Import on Economic Growth  
 

The second technique to identify the positive effect of trade is to examine the effect of 

compression import on growth. To improve trade balance as well as to relieve the 

constant problem of insufficient foreign exchange reserve, many trading countries, 

especially developing countries, have tried to reduce imports. Such countries initiated to 

build new industrialization of the progressively replaced consumer good imported by 

domestic production known as import substitution industrialization strategy. In this 

respect, government must either subsidize the new import substitution industry firms to 

compete with foreign import at world price or compress import by imposing various 

import tariff and import quota (Hogendorn, 1996).  
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This strategy might be a retard for economic growth since it causes price distortion. Lee 

(1995) argued that any kinds of trade distortions imposed on capital goods imports 

increased the price of imported capital goods and hence reduced the growth rate by 

forcing the economy to use domestic product more than efficient level. In addition to that, 

the idea to protect the firm is not likely on the right track since a number imports of 

intermediate and capital goods of developing countries are necessary inputs in the 

production of goods exports. Compressing such imports would lead to deteriorate the 

export performance and in turn reduce rate or economic growth.  

 

Since importing is also important contributor to growth, more recent research takes into 

accounts the import growth on export promotion empirical studies. Omitting imports will 

outcome a false rejection of export-led growth and false detection of it. Lee (1995,) 

examined the role of capital goods import on economic growth and found that imported 

capital goods had a much higher productivity than domestically produced capital goods. 

One of key lessons from this investigation is that imports of foreign input are an 

important determinant of the link between trade and growth.  

 

Riezman, Whiteman and summers (1995) provided an investigation on export led growth 

that took account of import explicitly in the model. They found that there were some 

countries indicated particularly strong in explaining economic growth. The co integration 

test showed that there were certain long run relationships between regressors. Using the 

forecast error variance decomposition, they found the export-led growth would work both 

directly (import→export→growth) and indirectly through import 

(export→import→growth) in these countries. They also provided test for duration time of 

export-led growth. Using conditional linear feed back by frequency, they found the new 

evidence that in some countries export led growth was a long run phenomenon. In senses 

that export promotion strategies extensive today would have their strongest effect 8 to 16 

years. However, in other countries, exports have their highest influence in the short-run, 

namely, less than 4 years.  

 

Similarly, Asafu-Adjaye and Chakraborty (1999), also found the evidence that real 

output, export and imports were co integrated in inward-oriented countries. Using the 

error correction models, they found causality running indirectly, namely, from exports to 

imports and then real output. This indicates that the importation of intermediate goods 

and capital goods is also the key element for trade link to economic growth.  

Taken together all findings, it is clear that import is an important channel to economic 

growth, and it suggests that by purchasing a portion of relative cheap foreign input, 

GDP‘s trading countries can grow much faster. In addition, any import compression 

adopting could adversely affect the export promotion and cause insignificant economic 

growth.  

 

2.4.3 Diffusion Knowledge through Trade  
 

Presented arguments so far are emphasizing on the role the export growth as well as the 

growth that will stimulate economic growth. However, it is more likely that both a 
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potential export capability and import intermediate input from international market may 

originate from a successful performance in the domestic economy. For any developing 

nations with a large population, production market will remain an important factor for 

economic growth. In this respect, the larger the economies of scale in local industry 

would be. The growth of domestic economy can generate higher level of investment, 

better human capital, and higher level of technology, or strengthen a nation‘s capacity to 

export and ability to import, and eventually keep a sustaining economic growth (Cyper 

and Dietz, 1997). It seems that a successful domestic production and international trade 

are complementing one another to accelerate economic growth.  

 

Thus, the board definition for trade-led growth should be kept in mind that there exist a 

causal ordering from trade to growth and vice versa. Riezman, Whiteman and Summers 

(1995) provided an investigation on export led growth by taking into account of human 

capital accumulation as conditioning variable. Using conditional linear feed back to see 

the causal relationship between export and output, while at the same time controlling for 

human capital, they found evidence for growth-led export as well as export-led growth. 

The conditional feedback from income growth to export growth still existed in selected 

ASEAN countries.  

 

In this case, the evidence of causality runs both ways: export can stimulate growth of the 

local economy, and the growth can strengthen a nation‘s capacity to export, is a support 

for the broad view of better domestic economy will accelerate export-led growth. Exports 

will not only generate growth but also play an important role as a significant transmission 

mechanism for knowledge diffusion in domestic economy.  

A wider range of intermediate input and capital imports can also facilitate the diffusion of 

knowledge. Feenstra (1996) pointed out two types of knowledge diffusion, namely, direct 

and indirect channel. Directly, knowledge diffuses through hands-on experience with the 

foreign technology involved within domestic firm.  

Traders can directly gain technical knowledge from foreign traders through innovation 

abroad and communication. In his investigation, Feenstra concluded that trade would lead 

to the convergence of growth rates if trade occurs simultaneously with the international 

diffusion of knowledge. In this case, trade in intermediate and capital input may play an 

important role through flows of ideas and new sight from foreign innovation hence 

increase productivity of domestic resources into creation of input. The high employment 

of relative domestic resources will increase the share of value added in the domestic 

production (procession from the final and intermediate goods) and hence countries can 

achieve the higher growth in equilibrium. These findings confirm that trade can be 

effective as an ―engine of growth‖ if diffusion of knowledge significantly takes place 

within the domestic economy. 

Activity 2 

1. How can you measure gains from trade? Discuss with suitable examples. 
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2. What do you understand by terms of trade? What are the terms of trade for oil 

prices  

3. Give your views in a detailed note on ‗trade as the engine of economic growth‘. 

2.5 SUMMARY 

Unit 2 dealt concepts of gains from trade and their measurement. Gains trade in 

economics refers to net benefits to agents from voluntary trading with each other. 

Measurement and distribution of gains from trade were the next areas of discussion. 

Terms of trade were described in the later section. In international economics and 

international trade, terms of trade or TOT is the relative prices of a country's export to 

import. Finally the role of trade in the growth of the economy had been discussed under 

the heading ‗trade as an engine of economic growth‘. 
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UNIT 3 

FREE TRADE AND THEORIES OF INTERVENTION 

Objectives 

After studying this unit you should be able to: 

 Understand the concept and features of free trade 

 Analyze the history and economics of free trade  

 Have the knowledge basics of tariffs and trade barriers 

 Know the welfare implications of trade barriers 

 Appreciate the impact of tariffs on prices  

 Discuss the tariff and concept of modern trade 

Structure 

 
3.1 Introduction 

3.2 Features of free trade 

3.3 History of free trade  

3.4 Economics of free trade  

3.5 The basics of tariffs and trade barriers 

3.6 Welfare implications of trade barriers  

3.7 Impact of tariffs on prices 

3.8 Tariffs and modern trade 

3.9 Summary 

3.10 Further readings 

 

3.1 INTRODUCTION  

Free trade is a system of trade policy that allows traders to act and transact without 

interference from government. According to the law of comparative advantage the policy 

permits trading partners mutual gains from trade of goods and services. 

Under a free trade policy, prices are a reflection of true supply and demand, and are the 

sole determinant of resource allocation. Free trade differs from other forms of trade 

policy where the allocation of goods and services amongst trading countries are 

determined by artificial prices that may or may not reflect the true nature of supply and 

demand. These artificial prices are the result of protectionist trade policies, whereby 

governments intervene in the market through price adjustments and supply restrictions. 

Such government interventions can increase as well as decrease the cost of goods and 

services to both consumers and producers. 

Interventions include subsidies, taxes and tariffs, non-tariff barriers, such as regulatory 

legislation and quotas, and even inter-government managed trade agreements such as the 

http://en.wikipedia.org/wiki/Trade_policy
http://en.wikipedia.org/wiki/Comparative_advantage
http://en.wikipedia.org/wiki/Gains_from_trade
http://en.wikipedia.org/wiki/Supply_and_demand
http://en.wikipedia.org/wiki/Resource_allocation
http://en.wikipedia.org/wiki/Protectionist
http://en.wikipedia.org/wiki/Subsidies
http://en.wikipedia.org/wiki/Taxes
http://en.wikipedia.org/wiki/Tariff
http://en.wikipedia.org/wiki/Non-tariff_barrier
http://en.wikipedia.org/wiki/Legislation
http://en.wikipedia.org/wiki/Import_quota
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North American Free Trade Agreement (NAFTA) and Central America Free Trade 

Agreement (CAFTA) (contrary to their formal titles) and any governmental market 

intervention resulting in artificial prices. 

Most states conduct trade polices that are to a lesser or greater degree protectionist. One 

ubiquitous protectionist policy employed by states comes in the form of agricultural 

subsidies whereby countries attempt to protect their agricultural industries from outside 

competition by creating artificial low prices for their agricultural goods.  

Free trade agreements are a key element of customs unions and free trade areas. The 

details and differences of these agreements are covered in their respective articles. 

The value of free trade was first observed and documented by Adam Smith in his 

magnum opus, The Wealth of Nations, in 1776. Later, David Ricardo made a case for free 

trade by presenting specialized an economic proof featuring a single factor of production 

with constant productivity of labor in two goods, but with relative productivity between 

the goods different across two countries. Ricardo's model demonstrated the benefits of 

trading via specialization—states could acquire more than their labor alone would permit 

them to produce. This basic model ultimately led to the formation of one of the 

fundamental laws of economics: The Law of Comparative Advantage. The Law of 

Comparative Advantage states that each member in a group of trading partners should 

specialize in and produce the goods in which they possess lowest opportunity costs 

relative to other trading partners. This specialization permits trading partners to then 

exchange their goods produced as a function of specialization. Under a policy of free 

trade, trade via specialization maximizes labor, wealth and quantity of goods produce, 

exceeding what an equal number of autarkic states could produce. 

3.2 FEATURES OF FREE TRADE 

Free trade implies the following features: 

 trade of goods without taxes (including tariffs) or other trade barriers (e.g., quotas 

on imports or subsidies for producers) 

 trade in services without taxes or other trade barriers 

 The absence of "trade-distorting" policies (such as taxes, subsidies, regulations, or 

laws) that give some firms, households, or factors of production an advantage 

over others 

 Free access to markets 

 Free access to market information 

 Inability of firms to distort markets through government-imposed monopoly or 

oligopoly power 

 The free movement of labor between and within countries 

 The free movement of capital between and within countries 

For more detailed arguments in favor of and against free trade, see: Free trade 

debate. 
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3.3 HISTORY OF FREE TRADE 

It is known that various prosperous world civilizations throughout history have engaged 

in trade. Based on this, theoretical rationalizations as to why a policy of free trade would 

be beneficial to nations developed over time, especially in Europe, and especially in 

Britain, over the past five centuries. Before the appearance of Free Trade doctrine, and 

continuing in opposition to it to this day, the policy of mercantilism had developed in 

Europe in the 1500s. Early economists opposed to mercantilism were David Ricardo and 

Adam Smith. 

Economists that advocated free trade believed trade was the reason why certain 

civilizations prospered economically. Adam Smith, for example, pointed to increased 

trading as being the reason for the flourishing of not just Mediterranean cultures such as 

Egypt, Greece, and Rome, but also of Bengal (East India) and China. The great prosperity 

of the Netherlands after throwing off Spanish Imperial rule, and declaring Free Trade and 

Freedom of thought, made the Free Trade/Mercantilist dispute the most important 

question in economics for centuries. Free trade policies have battled with mercantilist, 

protectionist, isolationist, communist, and other policies over the centuries. 

Wars have been fought over trade, such as the Peloponnesian War between Athens and 

Sparta, the Opium Wars between China and Great Britain, and other colonial wars. All 

developed countries have used protectionism due to an interest in raising revenues, 

protecting infant industries, special interest pressure, and, prior to the 19th century, a 

belief in mercantilism. 

Many classical liberals, especially in 19th and early 20th century Britain (e.g. John Stuart 

Mill) and in the United States for much of the 20th century (e.g. Cordell Hull), believed 

that free trade promoted peace. The British economist John Maynard Keynes (1883-

1946) was brought up on this belief, which underpinned his criticism of the Treaty of 

Versailles in 1919 for the damage it did to the interdependent European economy. After a 

brief flirtation with protectionism in the early 1930s, he came again to favour free trade 

so long as it was combined with internationally coordinated domestic economic policies 

to promote high levels of employment, and international economic institutions that meant 

that the interests of countries were not pitted against each other. In these circumstances, 

'the wisdom of Adam Smith' again applied, he said. 

Some degree of Protectionism is nevertheless the norm throughout the world. In most 

developed nations, controversial agricultural tariffs are maintained. From 1820 to 1980, 

the average tariffs on manufactures in twelve industrial countries ranged from 11 to 32%. 

In the developing world, average tariffs on manufactured goods are approximately 34%. 

Currently, the World Bank believes that, at most, rates of 20% can be allowed by 

developing nations; but Ha-Joon Chang believes higher levels may be justified because 

the productivity gap between developing and developed nations is much higher than the 

productivity gap which industrial countries faced. (A general feature is that the 
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underdeveloped nations of today are not in the same position that the developed nations 

were in when they had a similar level of technology, because they are weak players in a 

competitive system; the developed nations have always been strong players, although 

formerly at an overall lower level.) If the main defense of tariffs is to stimulate infant 

industries, a tariff must be high enough to allow domestic manufactured goods to 

compete for the tariff to be possibly successful. This theory, known as import substitution 

industrialization, is largely considered to be ineffective for currently developing nations, 

and studies by the World Bank have determined that export-oriented industrialization 

policies correlate with higher economic growth as observed with the Four Asian Tigers. 

These assessments are based mainly on theory and observational study of correlations, 

and thus suffer from a number of weaknesses such as small sample size and numerous 

confounding variables (see the critical review section below). 

3.3.1 The United States and free trade 

Trade in colonial America was regulated by the British mercantile system through the 

Acts of Trade and Navigation. Until the 1760s, few colonists openly advocated for free 

trade, in part because regulations were not strictly enforced—New England was famous 

for smuggling—but also because colonial merchants did not want to compete with 

foreign goods and shipping. According to historian Oliver Dickerson, a desire for free 

trade was not one of the causes of the American Revolution. "The idea that the basic 

mercantile practices of the eighteenth century were wrong," wrote Dickerson, "was not a 

part of the thinking of the Revolutionary leaders". Free trade came to what would become 

the United States as a result of American Revolutionary War, when the British Parliament 

issued the Prohibitory Act, blockading colonial ports. The Continental Congress 

responded by effectively declaring economic independence, opening American ports to 

foreign trade on April 6, 1776. According to historian John W. Tyler, "Free trade had 

been forced on the Americans, like it or not."  

The 1st U.S. Secretary of the Treasury, Alexander Hamilton, advocated tariffs to help 

protect infant industries in his "Report on Manufactures." This was a minority position, 

however, which the "Jeffersonians" strongly opposed for the most part. Later, in the 19th 

century, statesmen such as Senator Henry Clay continued Hamilton's themes within the 

Whig Party under the name "American System." The opposition Democratic Party 

contested several elections throughout the 1830s, 1840s, and 1850s in part over the issue 

of the tariff and protection of industry. The Democratic Party favored moderate tariffs 

used for government revenue only, while the Whig's favored higher protective tariffs to 

protect favored industries. The economist Henry Charles Carey became a leading 

proponent of the "American System" of economics. This mercantilist "American System" 

was opposed by the Democratic Party of Andrew Jackson, Martin Van Buren, James K. 

Polk, Franklin Pierce, and James Buchanan. 

The fledgling Republican Party led by Abraham Lincoln, who called himself a "Henry 

Clay tariff Whig," strongly opposed free trade and implemented at 44 percent tariff 

during the Civil War in part to pay for railroad subsidies, the war effort, and to protect 

favored industries. President William McKinley stated the United States' stance under the 
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Republican Party (which won every election for President until 1912, except the two non-

consecutive terms of Grover Cleveland) as thus: 

"Under free trade the trader is the master and the producer the slave. Protection is but the 

law of nature, the law of self-preservation, of self-development, of securing the highest 

and best destiny of the race of man. [It is said] that protection is immoral…. Why, if 

protection builds up and elevates 63,000,000 [the U.S. population] of people, the 

influence of those 63,000,000 of people elevates the rest of the world. We cannot take a 

step in the pathway of progress without benefiting mankind everywhere. Well, they say, 

‗Buy where you can buy the cheapest'…. Of course, that applies to labor as to everything 

else. Let me give you a maxim that is a thousand times better than that and it is the 

protection maxim: ‗Buy where you can pay the easiest.' And that spot of earth is where 

labor wins its highest rewards."  

On the other side: 

The growing Free Trade Movement sought an end to the tariffs and corruption in state 

and federal governments by every means available to them, leading to several outcomes. 

The first and most important was the rise of the Democratic Party with Grover Cleveland 

at its helm. The next most important were the rise of the "Mugwumps" within the 

Republican party. For many Jeffersonian radicals, neither went far enough or sufficiently 

effective in their efforts and looked for alternatives. The first major movement of the 

radical Jeffersonians evolved from the insights of a young journalist and firebrand, Henry 

George. - Kenneth R. Gregg, George Mason University History News Network 

The tariff and support of protection to support the growth of infrastructure and 

industrialization of the nation became a leading tenet of the Republican Party thereafter 

until the Eisenhower administration and the onset of the Cold War, when the Democratic 

and Republican parties switched positions. 

Since the end of World War II, in part due to industrial supremacy and the onset of the 

Cold War, the U.S. government has become one of the most consistent proponents of 

reduced tariff barriers and free trade, having helped establish the General Agreement on 

Tariffs and Trade (GATT) and later the World Trade Organization (WTO); although it 

had rejected an earlier version in the 1950s (International Trade Organization or ITO). 

Since the 1970s U.S. government has negotiated numerous managed trade agreements, 

such as the North American Free Trade Agreement (NAFTA) in the 1990s, the 

Dominican Republic-Central America Free Trade Agreement (CAFTA) in 2006, and a 

number of bilateral agreements (such as with Jordan). 

3.3.2 Current status 

Most (but not all) countries in the world are members of the World Trade Organization 

(see map), which limits in certain ways but does not eliminate tariffs and other trade 

barriers. Most countries are also members of regional free trade areas (see map) which 

lower trade barriers among participating countries. 
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Most countries prohibit foreign airlines from cabotage (transporting passengers between 

two domestic locations), and foreign landing rights are generally restricted, but open 

skies agreements have become more common. 

Notable contemporary trade barriers include ongoing tariffs, import quotas, sanctions and 

embargoes, currency manipulation of the Chinese yuan with respect to the U.S. dollar, 

agricultural subsidies in developed countries, and buy American laws. 

3.4 ECONOMICS OF FREE TRADE 

Two simple ways to understand the potential benefits of free trade are through David 

Ricardo's theory of comparative advantage and by analyzing the impact of a tariff or 

import quota. 

 

Figure 1 

A simple economic analysis using the law of supply and demand and the economic 

effects of a tax can be used to show the theoretical benefits of free trade.  
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The chart at the right analyzes the effect of the imposition of an import tariff on some 

imaginary good. Prior to the tariff, the price of the good in the world market (and hence 

in the domestic market) is P
world

. The tariff increases the domestic price to P
tariff

. The 

higher price causes domestic production to increase from Q
S1

 to Q
S2

 and causes domestic 

consumption to decline from Q
C1

 to Q
C2

. This has three main effects on societal welfare. 

Consumers are made worse off because the consumer surplus (green region) becomes 

smaller. Producers are better off because the producer surplus (yellow region) is made 

larger. The government also has additional tax revenue (blue region). However, the loss 

to consumers is greater than the gains by producers and the government. The magnitude 

of this societal loss is shown by the two pink triangles. Removing the tariff and having 

free trade would be a net gain for society.  

An almost identical analysis of this tariff from the perspective of a net producing country 

yields parallel results. From that country's perspective, the tariff leaves producers worse 

off and consumers better off, but the net loss to producers is larger than the benefit to 

consumers (there is no tax revenue in this case because the country being analyzed is not 

collecting the tariff). Under similar analysis, export tariffs, import quotas, and export 

quotas all yield nearly identical results. Sometimes consumers are better off and 

producers worse off, and sometimes consumers are worse off and producers are better 

off, but the imposition of trade restrictions causes a net loss to society because the losses 

from trade restrictions are larger than the gains from trade restrictions. Free trade creates 

winners and losers, but theory and empirical evidence show that the size of the winnings 

from free trade is larger than the losses.  

3.4.1 Trade diversion 

According to mainstream economic theory, global free trade is a net benefit to society, 

but the selective application of free trade agreements to some countries and tariffs on 

others can sometimes lead to economic inefficiency through the process of trade 

diversion. It is economically efficient for a good to be produced by the country which is 

the lowest cost producer, but this will not always take place if a high cost producer has a 

free trade agreement while the low cost producer faces a high tariff. Applying free trade 

to the high cost producer (and not the low cost producer as well) can lead to trade 

diversion and a net economic loss. This is why many economists place such high 

importance on negotiations for global tariff reductions, such as the Doha Round.  

3.4.2 Opinion of economists 

The literature analysing the economics of free trade is extremely rich with extensive work 

having been done on the theoretical and empirical effects. Though it creates winners and 

losers, the broad consensus among members of the economics profession in the U.S. is 

that free trade is a large and unambiguous net gain for society. In a 2006 survey of 

American economists (83 responders), "87.5% agree that the U.S. should eliminate 

remaining tariffs and other barriers to trade" and "90.1% disagree with the suggestion that 

the U.S. should restrict employers from outsourcing work to foreign countries." Quoting 

Harvard economics professor N. Gregory Mankiw, "Few propositions command as much 
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consensus among professional economists as that open world trade increases economic 

growth and raises living standards." Nonetheless, quoting Prof. Peter Soderbaum of 

Malardalen University, Sweden, "This neoclassical trade theory focuses on one 

dimension, i.e., the price at which a commodity can be delivered and is extremely narrow 

in cutting off a large number of other considerations about impacts on employment in 

different parts of the world, about environmental impacts and on culture." Most free 

traders would agree that there are winners and losers from free trade, but argue that this is 

not a reason to argue against free trade, because free trade is supposed to bring overall 

gain due to idea that the winners have gained enough to make up for the losses of the 

losers and then some. Chang argues otherwise, saying that the economy could shrink as a 

result, and that some people being worse off due to trade displacement without recourse 

to welfare assistance to find a better job (as might be expected in poor countries) is not 

acceptable.  

In an assessment of the literature on the theory and empirical research relating to the 

benefits of free trade, Sonali Deraniyagala and Ben Fine found that much of the work was 

flawed, and concluded that the extent to which free trade benefits economic development 

is unknown. Theoretical arguments are largely dependent upon specific empirical 

assumptions which may or may not hold true. In the empirical literature, many studies 

suggest the relationship is ambiguous, and the data and econometrics underlying a set of 

empirical papers showing positive results have been critiqued. The best of these papers 

use a simplified model, and the worst involve the regression of an index of economic 

performance on an index of openness to trade, with a mix of these two approaches 

common. In some cases, Deraniyagala and Fine claim, these indexes of openness actually 

reflect trade volume rather than policy orientation. They also observe that it is difficult to 

disentangle the effects of reverse causality and numerous exogenous variables. 

In Kicking Away the Ladder, Ha-Joon Chang reviews the history of free trade policies 

and economic growth, and notes that many of the now-industrialized countries had 

significant barriers to trade throughout their history. Protectionism under the auspices of 

the infant industry argument (related to import substitution industrialization), was first 

pursued by Alexander Hamilton in the 1790s in opposition to the admonition of Adam 

Smith, who advised that the United States focus on agriculture, where it had a 

comparative advantage. In the 1840s Friedrich List, known as the father of the infant 

industry argument, advocated the infant industry argument for Germany. Chang's 

research shows that the United States and Britain, sometimes considered to be the homes 

of free trade policy, were aggressive protectionists. Britain did end its protectionism 

when it achieved technological superiority in the late 1850s with the repeal of the Corn 

Laws, but tariffs on manufactured products had returned to 23% by 1950. The United 

States maintained weighted average tariffs on manufactured products of approximately 

40-50% up until the 1950s, augmented by the natural protectionism of high transportation 

costs in the 1800s. The most consistent practitioners of free trade have been Switzerland, 

the Netherlands, and to a lesser degree Belgium. 

Chang describes the export-oriented industrialization policies of the Asian Tigers as "far 

more sophisticated and fine-tuned than their historical equivalents". 
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Noam Chomsky argues that David Ricardo's theory of comparative advantage, often 

offered to promote free trade, assumes that capital is more or less immobile and labor 

highly mobile, but today these assumptions have been reversed in practice.  

3.4.3 Opposition 

The relative costs, benefits and beneficiaries of free trade are debated by academics, 

governments and interest groups. A number of arguments for and against in the ongoing 

public debate can be seen in the free trade debate article. 

Arguments for protectionism fall into the economic category (trade hurts the economy) or 

the moral category (the effects of trade might help the economy, but have ill effects in 

other areas). The moral category is wide, including concerns of income inequality, 

environmental degradation, supporting child labor and sweatshops, race to the bottom, 

wage slavery, accentuating poverty in poor countries, harming national defense, and 

forcing cultural change.  

Free trade is often opposed by domestic industries that would have their profits and 

market share reduced by lower prices for imported goods. For example, if United States 

tariffs on imported sugar were reduced, U.S. sugar producers would receive lower prices 

and profits, while U.S. sugar consumers would spend less for the same amount of sugar 

because of those same lower prices. Economics says that consumers would necessarily 

gain more than producers would lose. Since each of those few domestic sugar producers 

would lose a lot while each of a great number of consumers would gain only a little, 

domestic producers are more likely to mobilize against the lifting of tariffs. More 

generally, producers often favor domestic subsidies and tariffs on imports in their home 

countries, while objecting to subsidies and tariffs in their export markets. 

Socialists frequently oppose free trade on the ground that it allows maximum exploitation 

of workers by capital. For example, Karl Marx wrote in The Communist Manifesto, "The 

bourgeoisie... has set up that single, unconscionable freedom -- Free Trade. In one word, 

for exploitation, veiled by religious and political illusions, it has substituted naked, 

shameless, direct, brutal exploitation." 

"Free trade" is opposed by many anti-globalization groups, based on their assertion that 

free trade agreements generally do not increase the economic freedom of the poor, and 

frequently makes them poorer. These opponents see free trade deals as being materially 

harmful to the common people, whether these agreements are really for free trade or for 

government-managed trade. Nevertheless, if the deals are essentially for government-

managed trade, arguing against them is not a direct argument against free trade per se. 

For example, it is argued that it would be wrong to let subsidized corn from the U.S. into 

Mexico freely under NAFTA at prices well below production cost (dumping) because of 

its ruinous effects to Mexican farmers. Of course, such subsidies violate free trade, so this 

argument is not actually against the principle of free trade, but rather its selective 

implementation. 
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Latin America performed poorly since tariff cuts in 1980s and 1990s, compared to 

protectionist China and Southeast Asia. According to Samuelson, it is wrong to assume a 

necessary surplus of winnings over losings. The paper, "Will inventions A or B lower or 

raise the new market-clearing real wage rates that sustain high-to-full employment" 

condemned "economists' over-simple complacency about globalization" and said that 

workers don't always win. Some economists try to emphasize that trade barriers should 

exist to help poor nations build domestic industries and give rich nations time to retrain 

workers.  

Ecuadorian President Rafael Correa has denounced the "sophistry of free trade" in an 

introduction he wrote for a book titled The Hidden Face of Free Trade Accords, written 

in part by Correa's current Energy Minister Alberto Acosta. Citing as his source the book 

Kicking Away the Ladder, written by Ha-Joon Chang, Correa identified the difference 

between an "American system" opposed to a "British System" of free trade. The latter, he 

says, was explicitly viewed by the Americans as "part of the British imperialist system." 

According to Correa, Chang showed that it was Treasury Secretary Alexander Hamilton, 

and not Friedrich List, who was the first to present a systematic argument defending 

industrial protectionism. 

The following alternatives for free trade are proposed: balanced trade, fair trade, 

protectionism and Tobin tax. 

3.4.4 Promoters 

On April 1, 2009, The Freedom to Trade Coalition  - an initiative of the International 

Policy Network and the Atlas Economic Research Foundation, comprising over 76 civil 

society organization from 48 countries - launched an open letter calling on all 

governments to eliminate trade barriers. Signatories include Nobel Prize winning 

economist Vernon Smith, former US Secretary of State George Shultz, former Prime 

Minste of Estonia Mart Laar, former Kremlin chief economist Andrei Illarionov and 

many other eminent economists, philosophers and other academics. In total, over 3,000 

people have so far signed the letter including over 1,000 academics. 

Warning of the dangers of resurgent protectionism, the letter observes : " Protectionism 

creates poverty, not prosperity. Protectionism doesn't even "protect" domestic jobs or 

industries; it destroys them, by harming export industries and industries that rely on 

imports to make their goods. Raising local prices of steel by "protecting" local steel 

companies just raises the cost of producing cars and the many other goods made with 

steel. Protectionism is a fool's game" 

The Freedom to Trade coalition has also committed itself to monitoring the actions of 

government around the world. 

3.5 THE BASICS OF TARIFFS AND TRADE BARRIERS  
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International trade increases the number of goods that domestic consumers can choose 

from, decreases the cost of those goods through increased competition, and allows 

domestic industries to ship their products abroad. While all of these seem beneficial, free 

trade isn't widely accepted as completely beneficial to all parties. This article will 

examine why this is the case, and how countries react to the variety of factors that 

attempt to influence trade.  
 

3.5.1 What Is a Tariff? 
 

In simplest terms, a tariff is a tax. It adds to the cost of imported goods and is one of several trade policies 

that a country can enact.  

 

Suppose that the United States imports cocaine from Columbia. Suppose that the cost of 

producing and shipping cocaine is $5 a kilo, and that the demand for cocaine is 

Q = 17,000 - 15P 

where Q is the quantity of kilos consumed and P is the price of cocaine.  

In the absence of any restrictions on trade, the equilibrium price will be $5, and the 

equilibrium quantity that the U.S. will import and consume will be 16,925 kilos. 

Next, suppose that the United States decides to restrict imports of cocaine by the means 

of a drug war. The result is to reduce the quantity of cocaine to 2000 kilos. We can use 

the demand equation to solve for the equilibrium price when there are only 2000 kilos. 

2000 = 17,000 - 15P; P = $1000. The price of a kilo rises to $1000. 

Instead of the drug war, the United States could impose an import tariff on cocaine of 

$995 a kilo. This would raise the price to $1000, and lead to a quantity consumed of 2000 

kilos. 

When countries want to restrict imports, sometimes they impose quotas and sometimes 

they impose tariffs. Either way, the cost to consumer‘s rises and consumers are hurt. 

However, with a tariff, some of what consumers lose is collected by the government in 

the form of taxes. With a quota, some of what the consumers lose is collected by the 

suppliers who are fortunate enough to have their product shipped as part of the quota. In 

the case of the cocaine drug war, the steep price of cocaine that consumers face is a 

source of profits to successful criminal enterprises. 

You can tell from this discussion that economists tend to view drug policy in terms of 

tariffs and quotas. From this perspective, legalization with high taxes, as we do with 

cigarettes and alcohol, is equivalent to a tariff. The drug war is equivalent to a quota. 

Economists tend to prefer the tariff approach, which means that they tend to support 

legalization of drugs. 

http://www.investopedia.com/terms/t/tariff.asp
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For goods and services that are less controversial than cocaine, economists tend to oppose 

both tariffs and quotas. That is because tariffs and quotas interfere with the potential 

gains from trade that come from comparative advantage. 

An individual industry can benefit from a tariff or quota. If you are a farmer in France, 

then you would like a tariff on foreign farm products, because you want the price of farm 

products to be high in France. France as a whole would be better off with lower food 

prices and fewer farmers, but it is hard to get the French farmers to see it that way--

particularly when they vote. American steel producers and textile producers are similarly 

in favor of tariffs and quotas. 

3.5.2 Why Are Tariffs and Trade Barriers Used? 

 
Tariffs are often created to protect infant industries and developing economies, but 

are also used by more advanced economies with developed industries. Here are five 

of the top reasons tariffs are used: 

 

 

1. Protecting Domestic Employment - The levying of tariffs is often highly 

politicized. The possibility of increased competition from imported goods can 

threaten domestic industries. These domestic companies may fire workers or shift 

production abroad to cut costs, which means higher unemployment and a less 

happy electorate. The unemployment argument often shifts to domestic industries 

complaining about cheap foreign labor, and how poor working conditions and 

lack of regulation allow foreign companies to produce goods more cheaply. In 

economics, however, countries will continue to produce goods until they no 

longer have a comparative advantage (not to be confused with an absolute 

advantage).  

 

2. Protecting Consumers - A government may levy a tariff on products that it feels 

could endanger its population. For example, South Korea may place a tariff on 

imported beef from the United States if it thinks that the goods could be tainted 

with disease. 

 

3. Infant Industries - The use of tariffs to protect infant industries can be seen by the 

Import Substitution Industrialization (ISI) strategy employed by many developing 

nations. The government of a developing economy will levy tariffs on imported 

goods in industries in which it wants to foster growth. This increases the prices of 

imported goods and creates a domestic market for domestically produced goods, 

while protecting those industries from being forced out by more competitive 

pricing. It decreases unemployment and allows developing countries to shift from 

agricultural products to finished goods. 

 

Criticisms of this sort of protectionist strategy revolve around the cost of 

subsidizing the development of infant industries. If an industry develops without 

competition, it could wind up producing lower quality goods, and the subsidies 
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required to keep the state-backed industry afloat could sap economic growth. 

 

4. National Security - Barriers are also employed by developed countries to protect 

certain industries that are deemed strategically important, such as those 

supporting national security. Defense industries are often viewed as vital to state 

interests, and often enjoy significant levels of protection. For example, while both 

Western Europe and the United States are industrialized, both are very protective 

of defense-oriented companies. This can be seen in the special treatment of 

Boeing (NYSE:BA) by the United States and Airbus by Europe. 

 

5. Retaliation - Countries may also set tariffs as a retaliation technique if they think 

that a trading partner has not played by the rules. For example, if France believes 

that the United States has allowed its wine producers to call its domestically 

produced sparkling wines "Champagne" (a name specific to the Champagne 

region of France) for too long, it may levy a tariff on imported meat from the 

United States. If the U.S. agrees to crack down on the improper labeling, France is 

likely to stop its retaliation. Retaliation can also be employed if a trading partner 

goes against the foreign policy objectives of the government.  

 

The next section will cover the various types of trade barriers and tariffs. 

 

3.5.3 Types of Tariffs and Trade Barriers 

 

There are several types of tariffs and barriers that a government can employ:  

 

 Specific tariffs  

 Ad valorem tariffs  

 Licenses  

 Import quotas  

 Voluntary export restraints  

 Local content requirements  

 

There are various types of tariffs: 

 

 An ad valorem tariff is a set percentage of the value of the good that is being 

imported. Sometimes these are problematic, as when the international price of a 

good falls, so does the tariff and domestic industries become more vulnerable to 

competition. Conversely, when the price of a good rises on the international 

market so does the tariff, but a country is often less interested in protection when 

the price is high. 

 

They also face the problem of inappropriate transfer pricing where a company declares a 

value for goods being traded which differs from the market price, aimed at reducing 

overall taxes due. 

 

http://www.investopedia.com/terms/b/barrierstoentry.asp
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 A specific tariff is a tariff of a specific amount of money that does not vary with 

the price of the good. These tariffs are vulnerable to changes in the market or 

inflation unless updated periodically. 

 A revenue tariff is a set of rates designed primarily to raise money for the 

government. A tariff on coffee imports imposed by countries where coffee cannot 

be grown, for example raises a steady flow of revenue. 

 A prohibitive tariff is one so high that nearly no one imports any of those items. 

 A protective tariff is intended to artificially inflate prices of imports and protect 

domestic industries from foreign competition (see also effective rate of 

protection,) especially from competitors whose host nations allow them to operate 

under conditions that are illegal in the protected nation, or who subsidize their 

exports. 

 An environmental tariff, similar to a 'protective' tariff, is also known as a 'green' 

tariff or 'eco-tariff', and is placed on products being imported from, and also being 

sent to countries with substandard environmental pollution controls. 

 Tariffs, in the 20th century, are set by a Tariff Commission based on terms of 

reference obtained from the government or local authority and suo motu studies of 

industry structure. 

 

Tax, tariff and trade rules in modern times are usually set together because of their 

common impact on industrial policy, investment policy, and agricultural policy. A trade 

bloc is a group of allied countries agreeing to minimize or eliminate tariffs and other 

barriers against trade with each other, and possibly to impose protective tariffs on imports 

from outside the bloc. A customs union has a common external tariff, and, according to 

an agreed formula, the participating countries share the revenues from tariffs on goods 

entering the customs union. 

 

If a country's major industries lose to foreign competition, the loss of jobs and tax 

revenue can severely impair parts of that country's economy and increase poverty. If a 

nation's standard of living or industrial regulations are too great, it is impossible for 

domestic industries to survive unprotected trade with inferior nations without 

compromising them; this compromise consists of a global race to the bottom. Protective 

tariffs have historically been used as a measure against this possibility. However, 

protective tariffs have disadvantages as well. The most notable is that they prevent the 

price of the good subject to the tariff from undercutting local competition, disadvantaging 

consumers of that good or manufacturers who use that good to produce something else: 

for example a tariff on food can increase poverty, while a tariff on steel can make 

automobile manufacture less competitive. They can also backfire if countries whose trade 

is disadvantaged by the tariff impose tariffs of their own, resulting in a trade war and, 

according to free trade theorists, disadvantaging both sides 

 

Non-tariff barriers to trade include: 
 

Licenses - A license is granted to a business by the government, and allows the business 

to import a certain type of good into the country. For example, there could be a restriction 
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on imported cheese, and licenses would be granted to certain companies allowing them to 

act as importers. This creates a restriction on competition, and increases prices faced by 

consumers. 

 

Import Quotas - An import quota is a restriction placed on the amount of a particular 

good that can be imported. This sort of barrier is often associated with the issuance of 

licenses.  For example, a country may place a quota on the volume of imported 

citrus fruit that is allowed. 

 

Voluntary Export Restraints (VER) - This type of trade barrier is "voluntary" in that it is 

created by the exporting country rather than the importing one. A voluntary export 

restraint is usually levied at the behest of the importing country, and could be 

accompanied by a reciprocal VER. For example, Brazil could place a VER on the 

exportation of sugar to Canada, based on a request by Canada. Canada could then place a 

VER on the exportation of coal to Brazil. This increases the price of both coal and sugar, 

but protects the domestic industries. 

 

Local Content Requirement - Instead of placing a quota on the number of goods that can 

be imported, the government can require that a certain percentage of a good be made 

domestically. 

The restriction can be a percentage of the good itself, or a percentage of the value of the 

good. For example, a restriction on the import of computers might say that 25% of the 

pieces used to make the computer are made domestically, or can say that 15% of the 

value of the good must come from domestically produced components. 

 

3.6 WELFARE IMPLICATIONS OF TRADE BARRIERS  
 

The benefits of tariffs are uneven. Because a tariff is a tax, the government will see 

increased revenue as imports enter the domestic market. Domestic industries also benefit 

from a reduction in competition, since import prices are artificially inflated. 

Unfortunately for consumers - both individual consumers and businesses - higher import 

prices mean higher prices for goods. If the price of steel is inflated due to tariffs, 

individual consumers pay more for products using steel, and businesses pay more for 

steel that they use to make goods. In short, tariffs and trade barriers tend to be pro-

producer and anti-consumer. 

 

The effect of tariffs and trade barriers on businesses, consumers and the government 

shifts over time. In the short run, higher prices for goods can reduce consumption by 

individual consumers and by businesses. During this time period, businesses will profit 

and the government will see an increase in revenue from duties. In the long term, 

businesses may see a decline in efficiency due to a lack of competition, and may also see 

a reduction in profits due to the emergence of substitutes to their products. For the 

government, the long-term effect of subsidies is an increase in the demand for public 
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services, since increased prices, especially in foodstuffs, leaves less disposable income. 

(For related reading, check out In Praise Of Trade Deficits.) 

The way gains and losses are distributed is absolutely crucial in understanding why tariffs 

along with many other policies are enacted. To understand the logic behind the policies 

we need to understand The Logic of Collective Action. My article titled The Logic of 

Collective Action discusses the ideas of a book by the same name, written by Mancur 

Olson in 1965. Olson explains why economic policies are often to the benefit of smaller 

groups at the expense of larger ones. Take the example of tariffs placed on imported 

Canadian softwood lumber. We'll suppose the measure saves 5,000 jobs, at the cost of 

$200,000 per job, or a cost of 1 billion dollars to the economy. This cost is distributed 

through the economy and represents just a few dollars to every person living in America. 

It is obvious to see that it's not worth the time and effort for any American to educate 

himself about the issue, solicit donations for the cause and lobby congress to gain a few 

dollars. However, the benefit to the American softwood lumber industry is quite large. 

The ten-thousand lumber workers will lobby congress to protect their jobs along with the 

lumber companies that will gain hundreds of thousands of dollars by having the measure 

enacted. Since the people who gain from the measure have an incentive to lobby for the 

measure, while the people who lose have no incentive to spend the time and money to 

lobby against the issue, the tariff will be passed although it may, in total, have negative 

consequences for the economy.  

The gains from tariff policies are a lot more visible than the losses. You can see the 

sawmills which would be closed down if the industry is not protected by tariffs. You can 

meet the workers whose jobs will be lost if tariffs are not enacted by the government. 

Since the costs of the policies are distributed far and wide, you cannot put a face on the 

cost of a poor economic policy. Although 8 workers might lose their job for every job 

saved by a softwood lumber tariff, you will never meet one of these workers, because it is 

impossible to pinpoint exactly which workers would have been able to keep their jobs if 

the tariff was not enacted. If a worker loses his job because the performance of the 

economy is poor, you cannot say if a reduction in lumber tariffs would have saved his 

job. The nightly news would never show a picture of a California farm worker and state 

that he lost his job because of tariffs designed to help the lumber industry in Maine. The 

link between the two is impossible to see. The link between lumber workers and lumber 

tariffs is much more visible and thus will garner much more attention.  

The gains from a tariff are clearly visible but the costs are hidden, it will often appear that 

tariffs do not have a cost. By understanding this we can understand why so many 

government policies are enacted which harm the economy. 
 

3.6.1 Welfare Effects of a Tariff 

Tariff Effects on:  
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Importing Country Consumers - Consumers of the product in the importing country 

suffer a reduction in well-being as a result of the tariff. The increase in the domestic price 

of both imported goods and the domestic substitutes reduces the amount of consumer 

surplus in the market. Refer to the Table and Figure to see how the magnitude of the 

change in consumer surplus is represented.  

Importing Country Producers - Producers in the importing country experience an 

increase in well-being as a result of the tariff. The increase in the price of their product on 

the domestic market increases producer surplus in the industry. The price increases also 

induces an increase in output of existing firms (and perhaps the addition of new firms), an 

increase in employment, and an increase in profit and/or payments to fixed costs. Refer to 

the Table and Figure to see how the magnitude of the change in producer surplus is 

represented.  

Importing Country Government - The government receives tariff revenue as a result of 

the tariff. Who benefits from the revenue depends on how the government spends it. 

Typically the revenue is simply included as part of the general funds collected by the 

government from various sources. In this case it is impossible to identify precisely who 

benefits. However, these funds help support many government spending programs which 

presumably help either most people in the country, as is the case with public goods, or is 

targeted at certain worthy groups. Thus, someone within the country is the likely 

recipient of these benefits. Refer to the Table and Figure to see how the magnitude of the 

tariff revenue is represented.  

Importing Country - The aggregate welfare effect for the country is found by summing 

the gains and losses to consumers, producers and the government. The net effect consists 

of three components: a positive terms of trade effect (G), a negative production distortion 

(B), and a negative consumption distortion (D). Refer to the Table and Figure to see how 

the magnitude of the change in national welfare is represented.  

Because there are both positive and negative elements, the net national welfare effect can 

be either positive or negative. The interesting result, however, is that it can be positive. 

This means that a tariff implemented by a "large" importing country may raise 

national welfare.  

Generally speaking,  

1) Whenever a "large" country implements a small tariff, it will raise national welfare.  

2) if the tariff is set too high, national welfare will fall  

And 3) there will be a positive optimal tariff that will maximize national welfare.  

However, it is also important to note that everyone's welfare does not rise when there is 

an increase in national welfare. Instead there is a redistribution of income. Producers of 

the product and recipients of government spending will benefit, but consumers will lose. 



 58 

A national welfare increase, then, means that the sum of the gains exceeds the sum of the 

losses across all individuals in the economy. Economists generally argue that, in this 

case, compensation from winners to losers can potentially alleviate the redistribution 

problem.  

Click here to learn more about the compensation principle.  

Tariff Effects on:  

Exporting Country Consumers - Consumers of the product in the exporting country 

experience an increase in well-being as a result of the tariff. The decrease in their 

domestic price raises the amount of consumer surplus in the market. Refer to the Table 

and Figure to see how the magnitude of the change in consumer surplus is represented.  

Exporting Country Producers - Producers in the exporting country experience a 

decrease in well-being as a result of the tariff. The decrease in the price of their product 

in their own market decreases producer surplus in the industry. The price decline also 

induces a decrease in output, a decrease in employment, and a decrease in profit and/or 

payments to fixed costs. Refer to the Table and Figure to see how the magnitude of the 

change in producer surplus is represented.  

Exporting Country Government - There is no effect on the exporting country 

government revenue as a result of the importer's tariff.  

Exporting Country - The aggregate welfare effect for the country is found by summing 

the gains and losses to consumers and producers. The net effect consists of three 

components: negative terms of trade effect (g), a negative consumption distortion (f), and 

a negative production distortion (h). Refer to the Table and Figure to see how the 

magnitude of the change in national welfare is represented.  

Since all three components are negative, the importer's tariff must result in a reduction in 

national welfare for the exporting country. However, it is important to note that a 

redistribution of income occurs, i.e., some groups gain while others lose. In this case the 

sum of the losses exceeds the sum of the gains.  

Tariff Effects on:  

World Welfare - The effect on world welfare is found by summing the national welfare 

effects in the importing and exporting countries. By noting that the terms of trade gain to 

the importer is equal to the terms of trade loss to the exporter, the world welfare effect 

reduces to four components: the importer's negative production distortion (B), the 

importer's negative consumption distortion (D), the exporter's negative consumption 

distortion (f), and the exporter's negative production distortion (h). Since each of these is 

negative, the world welfare effect of the import tariff is negative. The sum of the 

losses in the world exceeds the sum of the gains. In other words, we can say that an 

import tariff results in a reduction in world production and consumption efficiency.  
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3.6.2 Welfare Effects of an Import Quota 

Welfare Effects on:  

Importing Country Consumers - Consumers of the product in the importing country are 

worse-off as a result of the quota. The increase in the domestic price of both imported 

goods and the domestic substitutes reduces consumer surplus in the market. Refer to the 

Table and Figure to see how the magnitude of the change in consumer surplus is 

represented.  

Importing Country Producers - Producers in the importing country are better-off as a 

result of the quota. The increase in the price of their product increases producer surplus in 

the industry. The price increase also induces an increase in output of existing firms (and 

perhaps the addition of new firms), an increase in employment, and an increase in profit 

and/or payments to fixed costs. Refer to the Table and Figure to see how the magnitude 

of the change in producer surplus is represented.  

Quota Rents - Who receives the quota rents depends on how the government administers 

the quota.  

1) If the government auctions the quota rights for their full price, then the government 

receives the quota rents. In this case the quota is equivalent to a specific tariff set equal to 

the difference in prices (t = PQ - PFT) shown as the length of the green line segment in the 

diagram.  

2) If the government gives away the quota rights then the quota rents accrue to whomever 

receives these rights. Typically they would be given to someone in the importing 

economy which means that the benefits would remain in the domestic economy.  

3) If the government gives the quota rights away to foreigners then people in the foreign 

country receive the quota rents. In this case the rents would not be a part of the importing 

country effects.  

Refer to the Table and Figure to see how the magnitude of the quota rents is represented.  

Importing Country - The aggregate welfare effect for the country is found by summing 

the gains and losses to consumers, producers and the domestic recipients of the quota 

rents. The net effect consists of two components: a negative production efficiency loss 

(B), and negative consumption efficiency loss (D). The two losses together are referred to 

as "deadweight losses." Refer to the Table and Figure to see how the magnitude of the 

change in national welfare is represented.  

Because there are only negative elements in the national welfare change, the net national 

welfare effect of a quota must be negative. This means that a quota implemented by a 

"small" importing country must reduce national welfare.  
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Generally speaking,  

1) Whenever a "small" country implements a quota, national welfare falls.  

2) The more restrictive the quota, the larger will be the loss in national welfare.  

3) The quota causes a redistribution of income. Producers and the recipients of the quota 

rents gain, while consumers lose.  

And  

4) Because the country is assumed "small," the quota has no effect upon the price in the 

rest of the world; therefore there are no welfare changes for producers or consumers 

there. Even though imports are reduced, the related reduction in exports by the rest of the 

world is assumed to be too small to have a noticeable impact  

3.7 IMPACT OF TARIFFS ON PRICES 

Tariffs increase the prices of imported goods. Because of this, domestic producers are not 

forced to reduce their prices from increased competition, and domestic consumers are left 

paying higher prices as a result. Tariffs also reduce efficiencies by allowing companies 

that would not exist in a more competitive market to remain open. 

Figure 2 illustrates the effects of world trade without the presence of a tariff. In the graph, 

DS means Domestic Supply and DD means Domestic Demand. The price of goods at 

home is found at price P, while the world price is found at P*. At a lower price, domestic 

consumers will consume Qw worth of goods, but because the home country can only 

produce up to Qd, it must import Qw-Qd worth of goods. 

 

 

Figure 2. Price without the influence of a tariff 
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When a tariff or other price-increasing policy is put in place, the effect is to increase 

prices and limit the volume of imports. In Figure 3, price increases from the non-tariff P* 

to P'. Because price increases, more domestic companies are willing to produce the good, 

so Qd moves right. This also shifts Qw left. The overall effect is a reduction in imports, 

increased domestic production and higher consumer prices.  

 

 

 

Figure 3. Price under the effects of a tariff 

 

 

3.8 TARIFFS AND MODERN TRADE 
 

The role tariffs play in international trade has declined in modern times. One of the 

primary reasons for the decline is the introduction of international organizations designed 

to improve free trade, such as the World Trade Organization (WTO). Such organizations 

make it more difficult for a country to levy tariffs and taxes on imported goods, and can 

reduce the likelihood of retaliatory taxes. Because of this, countries have shifted to non-

tariff barriers, such as quotas and export restraints.  

 

Organizations like the WTO attempt to reduce production and consumption distortions 

created by tariffs. These distortions are the result of domestic producers making goods 

due to inflated prices, and consumers purchasing fewer goods because prices have 

increased.  

 

Since the 1930s, many developed countries have reduced tariffs and trade barriers, which 

has improved global integration, as well as brought about globalization. Multilateral 

agreements between governments increase the likelihood of tariff reduction, and 

enforcement on binding agreements reduces uncertainty. 
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Activity 3 

 

1. Define free trade. What are various features of free trade? 

2. Discuss in brief, history of free trade. What do you inderstand by economics of 

free trade? 

3. What is the difference between tariff and quota? Dicuss with suitable examples. 

4. Explain the relevance of tariffs in context of modern trade. 

 

 

3.9 SUMMARY 

This unit deals the concepts of free trade and related aspects. In first section it introduces 

the basic definition of free trade and proceeds to features of free trade. Free trade is 

discussed as a system of trade policy that allows traders to act and transact without 

interference from government. According to the law of comparative advantage the policy 

permits trading partners mutual gains from trade of goods and services. History of free 

trade was the next concern followed by economics of free trade. Economics of free trade 

was the next area of concern. The basics of tariff and trade barriers were discussed in 

detail in the next section. Welfare implications of trade barriers such as tariffs and quotas 

had been dealt in later discussions. Next topics of discussion were impact of tariffs on 

prices. Finally the tariffs and its relevance in terms of modern trade have been discussed 

in detail. 

 

3.10 FURTHER READINGS 
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 Cross, Frank B. ―Paradoxical Perils of the Precautionary Principle,‖ Revision 851, 
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 ―New Principle to Protect Human Health and the Environment,‖ Health Alert, 
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BLOCK 2. BALANCE OF PAYMENTS 
 

This block consists of three units. Unit one deals with the basic concepts related to 

balance of payments. It deals in detail the make up of balance of payment sheet; 

imbalances and balancing mechanisms. Equilibrium in balance of payment and history of 

balance of payment issues were other areas of discussion in this unit.  

 

Unit 2 is about various approaches to balance of payments. Gold standard and fixed 

exchange rate followed by floating exchange rate will be some main areas of discussion 

of this unit. Exchange rates in different market economies will also be discussed in detail. 

 

The last unit is unit 3 which explores the determinants of national income and output. 

Overview to measures of national income will be given and the output approach to 

measure national income will be explained accompanied with the income approach and 

the expenditure approach. The role of national income in context of social and economic 

welfare will be dealt and various methods to measure national income will be revealed 

finally the concept of foreign trade multiplier will be discussed with suitable examples. 
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UNIT 1 

BASIC CONCEPTS OF BALANCE OF PAYMENTS 

Objectives 

 Define the term ‗balance of payments‘ 

 Understand the make up of balance of payment sheet 

 Analyze the imbalances and balancing mechanism in balance of payment issues 

 Have the knowledge of equilibrium in balance of payment  

 Know the various phases of the history of balance of payments. 

Structure 

 
1.1 Introduction  

1.2 Make up of balance of payment sheet 

1.3 Imbalances  

1.4 Balancing mechanisms 

1.5 Equilibrium in balance of payment 

1.6 History of balance of payment issues 

1.7 Summary 

1.8 Further readings 

  

 

1.1 INTRODUCTION 

A Balance of payments (BOP) sheet is an accounting record of all monetary transactions 

between a country and the rest of the world. These transactions include payments for the 

country's exports and imports of goods, services, and financial capital, as well as 

financial transfers. The BOP summarises international transactions for a specific period, 

usually a year, and is prepared in a single currency, typically the domestic currency for 

the country concerned. Sources of funds for a nation, such as exports or the receipts of 

loans and investments, are recorded as positive or surplus items. Uses of funds, such as 

for imports or to invest in foreign countries, are recorded as a negative or deficit item. 

When all components of the BOP sheet are included it must balance - that is, it must sum 

to zero - there can be no overall surplus or deficit. For example, if a country is importing 

more than it exports, its trade balance will be in deficit, but the shortfall will have to be 

counter balanced in other ways - such as by funds earned from its foreign investments, by 

running down reserves or by receiving loans from other countries. 

Imbalances are possible on elements of the BOP sheet, and this can result in surplus 

countries accumulating hoards of wealth, while deficit nations become increasingly 

indebted. Historically there have been different approaches to the question of how to 

correct imbalances and debate on whether they are something governments should be 

http://en.wikipedia.org/wiki/Exports
http://en.wikipedia.org/wiki/Imports
http://en.wikipedia.org/wiki/Good_(economics_and_accounting)
http://en.wikipedia.org/wiki/Service_(economics)
http://en.wikipedia.org/wiki/Financial_capital
http://en.wikipedia.org/wiki/Transfer_Payments
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concerned about. With record imbalances held up as one of the contributing factors to the 

financial crisis of 2007–2010, plans to address global imbalances are now high on the 

agenda of policy makers for 2010. 

1.2 MAKE UP OF THE BALANCE OF PAYMENTS SHEET 

Since 1973, the two principle divisions on the BOP have been the current account and the 

capital account. 

The current account shows the net amount a country is earning if its in surplus, or 

spending if its in deficit. It is the sum of the balance of trade (net earnings on exports - 

payments for imports) , factor income (earnings on foreign investments - payments made 

to foreign investors) and cash transfers. 

The capital account records the net change in ownership of foreign assets. It includes the 

reserve account (the international operations of a nations central bank), along with loans 

and investments between the country and the rest of world (but not the future regular 

repayments / dividends that the loans and investments yield, those are earnings and will 

be recorded in the current account). 

Expressed with the standard meaning for the capital account, the BOP identity is: 

(+ or - Balancing item) 

The balancing item is simply an amount that accounts for any statistical errors and make 

sure the current and capital accounts sum to zero. At high level, by the principles of 

double entry accounting, an entry in the current account gives rise to an entry in the 

capital account, and in aggregate the two accounts should balance. A balance isn't always 

reflected in reported figures, which might, for example, report a surplus for both 

accounts, but when this happens it always means something has been missed--most 

commonly, the operations of the country's central bank.  

An actual balance sheet will typically have numerous sub headings under the principle 

divisions. For example, entries under Current account might include: 

 Trade - buying and selling of goods and services  

o Exports - a credit entry 

o Imports - a debit entry  

 Trade balance - the sum of Exports and Imports 

 Factor income - repayments and dividends from loans and investments  

o Factor earnings - a credit entry 

o Factor payments - a debit entry  

 Factor income balance - the sum of earnings and payments. 

Especially in older balance sheets, a common division was between visible and invisible 

entries. Visible trade would record the import and sales of physical groups. Invisible 

http://en.wikipedia.org/wiki/Current_account
http://en.wikipedia.org/wiki/Capital_account
http://en.wikipedia.org/wiki/Balance_of_trade
http://en.wikipedia.org/wiki/Factor_income
http://en.wikipedia.org/wiki/Transfer_payments
http://en.wikipedia.org/wiki/Capital_account#Central_Bank_operations_and_the_Reserve_account
http://en.wikipedia.org/wiki/Central_bank
http://en.wikipedia.org/wiki/Accounting_identity
http://en.wikipedia.org/wiki/Double_entry_accounting
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trade would record services, and sometimes would be grouped with transfer and factor 

income as invisible earnings.  

1.2.1 Discrepancies in the use of term "Balance of Payments" 

According to economics writer J. Orlin Grabbe the term Balance of Payments is 

sometimes misused by people who arent aware of the accepted meaning, not only in 

general conversation but in financial publications and the economic literature.  

A common source of confusion is to exlude the reserve account entry which records the 

activity of the nation's central bank. Once this is done, the BOP can be in surplus (which 

implies the central bank is building up foreign exchange reserves) or in deficit (which 

implies the central bank is running down its reserves or borrowing from abroad ) The 

term can also be misused to mean just relatively narrow parts of the BOP such as the 

Trade Deficit, which means excluding parts of the current account and the entire capital 

account. Another cause of confusion is the different naming conventions in use. Before 

1973 there was no standard way to break down the BOP sheet, with the separation into 

invisible and visible payments sometimes being the principle divisions. The IMF have 

their own standards for the BOP sheet, at high level it's the same as the standard 

definition, but it has different nomenclature, in particular with respect to the meaning 

giving to the term capital account. 

1.2.2 The IMF Definition 

The IMF use a particular set of definitions for the BOP, which is also used by the OECD , 

and the United Nations' SNA.  

The main difference with the IMF definition is that they use the term financial account 

to capture transaction that in the standard definition are recorded in the capital account. 

The IMF do use the term capital account, to designate a sub set of transactions that 

according to usage common in the rest of the world form a small part of the overall 

capital account.  The IMF separates this transaction out to form an additional top level 

division of the BOP sheet. Expressed with the IMF definition, the BOP identity can be 

written: 

(+ or 

- Balancing item) 

The IMF use the term current account with the same meaning as the standard definition, 

although they have their own names for their three leading sub divisions, which are: 

 The goods and services account (the overall trade balance) 

 The primary income account (factor income such as from loans and investments) 

 The secondary income account (transfer payments) 

http://en.wikipedia.org/wiki/James_Orlin_Grabbe
http://en.wikipedia.org/wiki/IMF
http://en.wikipedia.org/wiki/OECD
http://en.wikipedia.org/wiki/United_Nations
http://en.wikipedia.org/wiki/United_Nations_System_of_National_Accounts
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1.3 IMBALANCES 

While the BOP has to balance overall, surpluses or deficits on its individual elements can 

lead to imbalances between countries. In general there is concern over deficits in the 

current account. Countries with deficits in their current accounts will build up increasing 

debt and/or see increased foreign ownership of their assets. The types of deficits that 

typically raise concern are  

 A visible trade deficit where a nation is importing more physical goods than it 

exports (even if this is balanced by the other components of the current account.) 

 An overall current account deficit. 

 A basic deficit which is the current account plus foreign direct investment (but 

excluding other elements of the capital account like short terms loans and the 

reserve account.) 

As discussed in the history section below, the Washington Consensus period saw a swing 

of opinion towards the view that there is no need to worry about imbalances. Opinion 

swung back in the opposite direction in the wake of financial crisis of 2007–2009. 

Mainstream opinion expressed by the leading financial press and economists, 

international bodies like the IMF--as well as leaders of surplus and deficit countries--has 

returned to the view that large current account imbalances do matter. Some economists 

do, however, remain relatively unconcerned about imbalances and there have been 

assertions, such as by Michael P. Dooley, David Folkerts-Landau and Peter Garber , that 

nations need to avoid temptation to switch to protectionism as a means to correct 

imbalances.  

1.3.1 Causes of BOP Imbalances 

There are conflicting views as to the primary cause of BOP imbalances, with much 

attention on the US who currently have by far the largest deficit. The conventional view 

is that current account factors are the primary cause - these include the exchange rate, the 

government's fiscal deficit, business competitiveness, and private behaviour such as the 

willingness of consumers to go into debt to finance extra consumption. The alternatively 

view, argued at length in a 2005 paper by Ben Bernanke , is that the primary driver is the 

capital account, where a global savings glut caused by savers in surplus countries, runs 

ahead of the available investment opportunities, and is pushed into the US resulting in 

excess consumption and asset price inflation.  

1.3.2 Reserve Asset 

In the context of BOP and international monetary systems, the reserve asset is the 

currency or other store of value that is primarily used by nations for their foreign 

reserves. BOP imbalances tend to manifest as hoards of the reserve asset being amassed 

by surplus countries, with deficit countries building debts denominated in the reserve 

asset or at least depleting their supply. Under a gold standard, the reserve asset for all 

members of the standard is gold. In the Bretton Woods system , either gold or the US 

http://en.wikipedia.org/wiki/Ben_Bernanke
http://en.wikipedia.org/wiki/Global_saving_glut
http://en.wikipedia.org/wiki/US_Dollar
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Dollar could serve as the reserve asset, though its smooth operation depended on 

countries apart from the US choosing to keep most of their holdings in dollars. Following 

the ending of Bretton Woods, there has been no de jure reserve asset, but the US dollar 

has remained by far the principle de facto reserve. Global reserves rose sharply in the first 

decade of the 21st century, the IMF estimate that between 2000 to mid-2009, official 

reserves rose from $1,900bn to $6,800bn. As of 2009 approx 65% of the world's 

$6,800bn total is held in US dollars, with approx 25% in Euro. The UK Pound , Japanese 

yen, IMF SDRs , and precious metals also play a role. In 2009 Zhou Xiaochuan , 

governor of the People's Bank of China , proposed a gradual move towards increased use 

of SDRs, and also for the national currencies backing SDRs to be expanded to include the 

currencies of all major economies. Dr Zhou's proposal has been described as one of the 

most significant ideas expressed in 2009.  While the current central role of the dollar does 

give the US some advantages such as lower cost of borrowings, it also contributes to the 

pressure causing the US to run a BOP deficit, due to the Triffin dilemma . In a November 

2009 article published in Foreign Affairs magazine, economist C. Fred Bergsten argued 

that Dr Zhou's suggestion or a similar change to the international monetary system would 

be in the United States' best interests as well as the rest of the worlds.  

1.4 BALANCING MECHANISMS 

One of the three fundamental functions of an international monetary system is to provide 

mechanisms to correct imbalances.  

Broadly speaking, there are three possible methods to correct BOP imbalances, though in 

practice a mixture including some degree of at least the first two methods tends to be 

used. These methods are adjustments of exchange rates; adjustment of nation‘s internal 

prices along with its levels of demand; and rules based adjustment. Increasing the 

desirability of exports through other means can also help, though it is generally assumed 

a nation is always trying to develop and sell its products to the best of its abilities. 

1.4.1 Rebalancing by changing the exchange rate 

An upwards shift in the value of a nation's currency relative to others will make a nation's 

exports less competitive and make imports cheaper and so will tend to correct a current 

account surplus. It also tends to make investment flows into the capital account less 

attractive so will help with a surplus there too. Conversely a downward shift in the value 

of a nation's currency makes it more expensive for its citizens to buy imports and 

increases the competitiveness of their exports, thus helping to correct a deficit (though the 

solution often doesn't have a positive impact immediately due to the Marshall–Lerner 

Condition.  

Exchange rates can be adjusted by government in a rules based or managed currency 

regime, and when left to float freely in the market they also tend to change in the 

direction that will restore balance. When a country is selling more than it imports, the 

demand for its currency will tend to increase as other countries ultimately need the selling 

country's currency to make payments for the exports. The extra demand tends to cause a 

http://en.wikipedia.org/wiki/US_Dollar
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rise of the currencies price relative to others. When a country is importing more than it 

exports, the supply of its own currency on the international market tends to increase as it 

tries to exchange it for foreign currency to pay for its imports, and this extra supply tends 

to cause the price to fall. BOP effects are not the only market influence on exchange rates 

however; they are also influenced by differences in national interest rates and by 

speculative flows. 

1.4.2 Rebalancing by adjusting internal prices and demand 

When exchange rates are fixed by a rigid gold standard, or when imbalances exist 

between members of a currency union such as the Euro zone, the standard approach to 

correct imbalances is by making changes to the domestic economy. To a large degree, the 

change is optional for the surplus country, but compulsory for the deficit country. In the 

case of a gold standard, the mechanism is largely automatic. When a country has a 

favourable trade balance, as a consequence of selling more than it buys it will experience 

a net inflow of gold. The natural effect of this will be to increase the money supply, 

which leads to inflation and an increase in prices, which then tends to make its goods less 

competitive and so will decrease its trade surplus. However, the nation has the option of 

taking the gold out of economy (sterilising the inflationary effect) thus building up a 

hoard of gold and retaining its favourable balance of payments. On the other hand, if a 

country has an adverse BOP its will experience a net loss of gold, which will 

automatically have a deflationary effect, unless it chooses to leave the gold standard. 

Prices will be reduced, making its exports more competitive, and thus correcting the 

imbalance. While the gold standard is generally considered to have been successful up 

until 1914, correction by deflation to the degree required by the large imbalances that 

arose after WWI proved painful, with deflationary policies contributing to prolonged 

unemployment but not re-establishing balance. Apart from the US most former members 

had left the gold standard by the mid 1930s. 

A possible method for surplus countries such as Germany to contribute to re-balancing 

efforts when exchange rate adjustment is not suitable is to increase its level of internal 

demand (i.e. its spending on goods). While a current account surplus is commonly 

understood as the excess of earnings over spending, and alternative expression is that it is 

the excess of savings over investment. That is: 

{where CA = current account, NS = national savings (private plus 

government sector) , NI = national investment.} 

If a nation is earning more than it spends the net effect will be to build up savings, except 

to the extent that those savings are being used for investment. If consumers can be 

encouraged to spend more instead of saving, or if the government runs a fiscal deficit to 

offset private savings, or if investment is increased, then any current account surplus will 

tend to be reduced. However in 2009 Germany amended her constitution to prohibit 

running a deficit greater than 0.35% of her GDP and calls to reduce her surplus by 

increasing demand have not been welcome by officials, adding to fears that the 2010s 

will not be an easy decade for the Euro zone.  

http://en.wikipedia.org/wiki/Fiscal_deficit
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1.4.3 Rules based rebalancing mechanisms 

Nations can agree to fix their exchange rates against each other, and then correct any 

imbalances that arise by rules based and negotiated exchange rate changes and other 

methods. The Bretton Woods system of fixed but adjustable exchange rates was an 

example of a rules based system, though it still relied primarily on the two traditional 

mechanisms. Keynes, one of the architects of the Bretton Woods system had wanted 

additional rules to encourage surplus countries to share the burden of rebalancing, as he 

argued that they were in a stronger position to do so. Keynes suggested that traditional 

balancing mechanisms should be supplemented by the threat of confiscation of a portion 

of excess revenue if the surplus country did not choose to spend it on additional imports. 

However his ideas were not accepted by the Americans at the time. In 2008 and 2009, 

American economist Paul Davidson had been promoting his revamped form of Keynes's 

plan as a possible solution to global imbalances which in his opinion would expand 

growth all round with out the downside risk of other rebalancing methods. 
 

1.5 EQUILIBRIUM IN BALANCE OF PAYMENT 

In a floating exchange rate, the two components of the Balance of Payments should 

balance each other out. If the UK has a deficit on the current account of £38bn. Then in a 

floating exchange rate, the financial account should have a surplus of £38bn. This is 

because financial outflows must be matched by financial inflows. 

Example, If we buy more imported Goods than exported goods then we need financial 

flows (e.g. hot money, long term capital investment to finance the purchase of imports) 

The Balance of Payment is comprised of two main components 

 The Current Account (trade in goods, services + investment incomes 

 The Financial Account (used to be called capital account) 

The balance of payments measures the value of imports and exports. If the UK import 

more goods and services than we export then we have a deficit on the Current Account. A 

deficit on the current account is generally referred to as disequilibrium. 

The UK currently has a deficit on the current account. Last year in 2007, the trade deficit 

widened to £4.4bn in the month of December   

Note a large surplus on the current account would also be seen as disequilibrium. 

1.6 HISTORY OF BALANCE OF PAYMENTS ISSUES 

Historically, accurate balance of payments figures were not generally available. 

However, this did not prevent a number of switches in opinion on questions relating to 

http://en.wikipedia.org/wiki/Keynes
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whether or not a nations government should use policy to encourage a favourable 

balance. 

Pre 1820: Mercantilism 

Up until the early 19th century, measures to promote a trade surplus such as tariffs were 

generally favoured. Power was associated with wealth, and with low levels of growth, 

nations were best able to accumulate funds either by running trade surpluses or by 

forcefully confiscating the wealth of others. From about the 16th century, Mercantilism 

was a prevalent theory influencing European rulers, who sometimes strove to have their 

countries out sell competitors and so build up a "war chest" of gold. This era saw low 

levels of economic growth; average global per capita income is not considered to have 

significantly rose in the whole 800 years leading up to 1820, and is estimated to have 

increased on average by less than 0.1% per year between 1700 - 1820.  

1820 - 1914: Free Trade 

From the late 18th century, mercantilism was challenged by the ideas of Adam Smith and 

other economic thinkers favouring free trade. After victory in the Napoleonic wars Great 

Britain began promoting free trade, unilaterally reducing her trade tariffs. Hoarding of 

gold was no longer encouraged, and in fact Britain exported more capital as a percentage 

of her national income than any other creditor nation has since. Great Britain's capital 

exports further helped to correct global imbalances as they tended to be counter cyclical, 

rising when Britain's economy went into recession, thus compensating other states for 

income lost from export of goods. According to historian Carroll Quigley, Great Britain 

could afford to act benevolently in the 19th century due to the advantages of her 

geographical location, her naval power and her economic ascendancy as the first nation to 

enjoy an industrial revolution . Though Current Account controls were still widely used 

(in fact all industrial nations apart from Great Britain and the Netherlands actually 

increased their tariffs and quotas in the decades leading up to 1914, though this was 

motivated more by a desire to protect "infant industries" than to encourage a trade 

surplus) , capital controls were largely absent, and people were generally free to cross 

international borders without requiring passports. A gold standard enjoyed wide 

international participation especially from 1870, further contributing to close economic 

integration between nations. The period saw substantial global growth, in particular for 

the volume of international trade which grew tenfold between 1820 - 1870 and then by 

about 4% annually from 1870 to 1914.  

1914 - 1945: de-Globalisation 

The favourable economic conditions that had prevailed up until 1914 were shattered by 

the First World War, and efforts to re-establish them in the 1920s were not successful. 

Several countries rejoined the gold standard around 1925. But surplus countries didnt 

"play by the rules",  sterilizing gold inflows to a much greater degree than had been the 

case in the pre war period. Deficit nations such as Great Britain found it harder to adjust 

by deflation as workers were more enfranchised and unions in particular were able to 
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resist downwards pressure on wages. During the great depression most countries 

abandoned the gold standard, but imbalances remained an issue and international trade 

declined sharply. There was a return to mercantilist type "beggar thy neighbour" policies, 

with countries competitively devaluing their exchange rates, thus effectively competing 

to export unemployment.  

1945 - 1971: Bretton Woods 

Following World War II, the Bretton Woods institutions (the International Monetary 

Fund and World Bank) were set up to support an international monetary system designed 

to encourage free trade while also offer states options to correct imbalances without 

having to deflate their economies. Fixed but flexible exchange rates were established, 

with the system anchored by the dollar which alone remained convertible into gold, The 

Bretton Woods system ushered in a period of high global growth, known as the Golden 

Age of Capitalism, however it came under pressure due to imbalances related to the 

central role of the dollar, with imbalances causing gold to flow out of the US and a loss 

of confidence in the United States ability to supply gold for all future claims by dollar 

holders.  

1971 - 2009: Transition, Washington Concensus, Bretton Woods II 

The Bretton Woods system came to an end between 1971 -73. There were attempts to 

repair the system of fixed exchanged rate over the next few years, but these were soon 

abandoned, as were determined efforts for the US to avoid BOP imbalances. Part of the 

reason was displacement of the previous dominant economic paradigm - Keynesianism- 

by the Washington Consensus , with economists and economics writers such as Murray 

Rothbard and Milton Friedman arguing that there was no great need to be concerned 

about BOP issues. According to Rothbard: 

Fortunately, the absurdity of worrying about the balance of payments is made evident by 

focusing on inter-state trade. For nobody, worries about the balance of payments between 

New York and New Jersey, or, for that matter, between Manhattan and Brooklyn, 

because there are no customs officials recording such trade and such balances.  

In the immediate aftermath of the Bretton Woods collapse, countries generally tried to 

retain some control over their exchange rate by independently managing it, or by 

intervening in the Forex as part of a regional bloc, such as the Snake which formed in 

1971. The Snake was a group of European countries who tried to retain stable rates at 

least with each other, the group eventually evolved into the ERM by 1979. From the mid 

1970s however, and especially in the 1980s and early 90s, many other countries followed 

the US in liberalising controls on both their capital and current accounts, in adopting a 

somewhat relaxed attitude to their balance of payments and in allowing the value of their 

currency to float relatively freely with exchange rates determined mostly by the market. 

Developing countries that chose to allow the market to determine their exchange rates 

would often develop sizeable current account deficits, financed by capital account 
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inflows such as loans and investments though this often ended in crises when investors 

lost confidence.  

A turning point was the 1997 Asian Financial Crisis where unsympathetic responses by 

western powers caused policy makers in emerging economies to re-assess the wisdom of 

relying on the free market; by 1999 the developing world as a whole stopped running 

current account deficits while the US current account deficit began to rise sharply. This 

new form of imbalance began to develop in part due to the practice of emerging 

economies (principally China) in pegging their currency against the dollar, rather than 

allowing the value to freely float. The resulting state of affairs has been referred to as 

Bretton Woods II. According to economics writer Martin Wolf, in the eight years leading 

up to 2007 , "three quarters of the foreign currency reserves accumulated since the 

beginning of time have been piled up".  

2009 and later: Post Washington Consensus 

Speaking after the 2009 G-20 London summit , Gordon Brown announced "the 

Washington Consensus is over". There is now broad agreement that large imbalances 

between different countries do matter; for example mainstream US economist C. Fred 

Bergsten has argued the US deficit and the associated large inbound capital flows into the 

US was one of the causes of the financial crisis of 2007–2010. In 2007 when the crises 

began, the total BOP imbalance was $1680bn. On the credit side, the biggest current 

account surplus was China with approx. $362Bn, followed by Japan at $213Bn and 

Germany at £185BN, with oil producing countries such as Saudi Arabia also having large 

surpluses. On the debit side, the US had the biggest current account deficit at over 

£700Bn, with the UK, Spain and Australia together accounting for close to a further 

$300Bn. While there have been warnings of future cuts in public spending, deficit 

countries on the whole did not make these in 2009, in fact the opposite happened with 

increased public spending contributing to recovery as part of global efforts to increase 

demand . The emphases has instead been on the surplus countries, with the IMF, EU and 

nations such as the US, Brazil and Russia asking them to assist with the adjustments to 

correct the imbalances.  

Economists such as Gregor Irwin and Philip R. Lane have suggested that increased use of 

pooled reserves could help emerging economies not to require such large reserves and 

thus have less need for current account surpluses. Writing for the FT in Jan 2009, Gillian 

Tett says she expects to see policy makers becoming increasingly concerned about 

exchange rates over the coming year. Japan has allowed her currency to appreciate, but 

has only limited scope to contribute to the rebalancing efforts thanks in part to her ageing 

population. The Euro used by Germany is allowed to float fairly freely in value, however 

further appreciation would be problematic for other members of the currency union such 

as Spain, Greece and Ireland who run large deficits. Therefore Germany has instead been 

asked to contribute by further promoting internal demand, but this hasn‘t been welcomed 

by German officials. China has been requested to allow the Renminbi to appreciate but 

has so far refused, the position expressed by her premier Wen Jiabao being that by 

keeping the value of the Renimbi stable against the dollar China has been helping the 
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global recovery, and that calls to let her currency rise in value have been motivated by a 

desire to hold back China's development. After China reported favourable results for her 

December 2009 exports however, the Financial Times reported that analysts are 

optimistic that China will allow some appreciation of her currency around mid 2010. 

2008 and 2009 did see some reduction in imbalances, but early indications towards the 

end of 2009 were that major imbalances such as the US current account deficit are set to 

begin increasing again, leaving the prospects for their resolution uncertain. 

Activity 1 

1. Discuss imbalances in balance of payment issues. Give a detailed note on make 

up of balance of payment sheet. 

2. What do you understand by balancing mechanism? Discuss equilibrium in 

balance of payment. 

3. Write a short note on history of balance of payment. 

 

1.7 SUMMARY 
 

The unit discusses the basic concepts of balance of payments. After a brief introduction 

make up of balance of payment sheet has been discussed in detail. Imbalances in context 

of balance of payments were the next area of concern. One of the three fundamental 

functions of an international monetary system is to provide mechanisms to correct 

imbalances. Hence in next section balancing mechanism had been discussed. Equilibrium 

in balance of payments was revealed and history of balance of payment had been 

discussed along with its various phases worldwide. 

 

1.8 FURTHER READINGS 
 

 Martin Wolf (2008-10-08). "Asia's Revenge". The Financial Times  

 Philip R. Lane. "Global Imbalances and Global Governance". 2009 

 Eswar S. Prasad, Raghuram G. Rajan , and Arvind Subramanian (2007-04-16). 

"Foreign Capital and Economic Growth". Peterson Institute 

 

 

 

 

 

http://en.wikipedia.org/wiki/International_monetary_systems
http://en.wikipedia.org/wiki/Martin_Wolf
http://www.ft.com/cms/s/0/fba32c1e-9565-11dd-aedd-000077b07658.html
http://en.wikipedia.org/wiki/The_Financial_Times
http://en.wikipedia.org/wiki/Philip_R._Lane
http://www.cepr.org/MEETS/LTM/2399/Lane.pdf
http://www.petersoninstitute.org/publications/papers/subramanian0407.pdf
http://en.wikipedia.org/wiki/Peterson_Institute_for_International_Economics


 77 

UNIT 2 

APPROACHES TO BALANCE OF PAYMENTS 

Objectives 

After studying this unit you should be able to: 

 Understand the approaches to balance of payments 

 Know the concept of gold standard and its history 

 Appreciate the concept fixed exchange rate  

 Be aware about the approaches to flexible and floating exchange rates 

 Discuss exchange rates in different market economies 

Structure 

2.1 Introduction 

2.2 Gold standard 

2.3 Fixed exchange rate  

2.4 Floating exchange rate 

2.5 Exchange rates in different market economies 

2.6 Summary 

2.7 Further readings 

 

2.1 INTRODUCTION 

 
Approaches of balance of payments  are a type of economic model that have been to try 

to look at, explain and predict what will happen when it comes to exchange rates between 

different currencies.  

 

It looks very much at the idea that the balance of payment flows has on the exchange 

rates between currencies. Basically it is saying that if there is a deficit in the level of a 

trade, then that will lead to the home currency being worth a bit less, however the natural 

outcome of it dropping will be that imports will fall and exports will start to rise because 

it is cheaper for those abroad to buy from that country but more expensive for those in the 

country to buy from outside due to its weaker currency.  And as we expect this will 

stabilize as a new exchange rate is reached.  Using the Balance of Payments model it can 

be seen that there are various factors to consider. In this unit we are going to discuss 

some main approaches to balance of payments.  

 

2.2 GOLD STANDARD 

The gold standard is a monetary system in which the standard economic unit of account 

is a fixed weight of gold. Three distinct kinds of gold standards can be identified. The 
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gold specie standard is the system in which the monetary unit is associated with a 

circulating gold coin. The gold exchange standard may involve only the circulation of 

silver coins, or coins made of other metals, but the authorities will have guaranteed a 

fixed exchange rate with another country that is on the gold standard, hence creating a de 

facto gold standard in that the value of the silver coins has a fixed external value in terms 

of gold that is independent of the inherent silver value. The gold bullion standard is a 

system in which gold coins do not actually circulate as such, but in which the authorities 

have agreed to sell gold bullion on demand at a fixed price. 

2.2.1 The gold specie standard 

A gold specie standard existed in some of the great empires of earlier times, such as in 

the case of the Byzantine Empire in conjunction with the gold Byzant coin. But with the 

ending of the Byzantine Empire, the civilized world tended to use the silver standard, 

such as in the case of the silver pennies that became the staple coin of Britain around the 

time of King Offa in the year 796 AD. The Spanish discovery of the great silver deposits 

at Potosi in the 16th century, led to an international silver standard in conjunction with 

the famous pieces of eight, which carried on in earnest until the nineteenth century. In 

modern times the British West Indies was one of the first regions to switch to a gold 

specie standard. The gold standard in the British West Indies that followed from Queen 

Anne‘s proclamation of 1704 was based on the Spanish gold doubloon coin. In the year 

1717, Sir Isaac Newton, who was master of the Royal Mint, established a new mint ratio 

as between silver and gold that had the effect of driving silver out of circulation and 

putting Britain on a gold standard. But it wasn't until the year 1821, following the 

introduction of the gold sovereign coin by the new Royal Mint at Tower Hill in the year 

1816, that the United Kingdom was formally put on a gold specie standard. The United 

Kingdom was the first of the great industrial powers to switch from the silver standard to 

a gold specie standard. Soon to follow was Canada in 1853, Newfoundland in 1865, and 

the USA and Germany 'de jure' in 1873. The USA used the American Gold Eagle as their 

unit, and Germany introduced the new gold mark, while Canada adopted a dual system 

based on both the American Gold Eagle and the British Gold Sovereign. Australia and 

New Zealand adopted the British gold standard, as did the British West Indies, while 

Newfoundland was the only British Empire territory to introduce its own gold coin as a 

standard. Royal Mint branches were established in Sydney, New South Wales, 

Melbourne, Victoria, and Perth, Western Australia for the purposes of minting gold 

sovereigns from Australia's rich gold deposits. 

2.2.2 The gold exchange standard 

Towards the end of the nineteenth century some of the remaining silver standard 

countries began to peg their silver coin units to the gold standards of the United Kingdom 

or the USA. In 1898, British India pegged the silver rupee to the pound sterling at a fixed 

rate of 1s 4d, while in 1906, the Straits Settlements adopted a gold exchange standard 

against the pound sterling with the silver Straits dollar being fixed at 2s 4d. Meanwhile at 

the turn of the century, the Philippines pegged the silver Peso/dollar to the US dollar at 

50 cents. A similar pegging at 50 cents occurred at around the same time with the silver 
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Peso of Mexico and the silver Yen of Japan. When Siam adopted a gold exchange 

standard in 1908, this left only China and Hong Kong on the silver standard. 

2.2.3 The gold bullion standard 

The gold specie standard ended in the United Kingdom and the rest of the British Empire 

at the outbreak of the World War I. Treasury notes replaced the circulation of the gold 

sovereigns and gold half sovereigns. However, legally the gold specie standard was not 

repealed. The end of the gold standard was successfully effected by appeals to patriotism 

when somebody would request the Bank of England to redeem their paper money for 

gold specie. It was only in the year 1925 when Britain returned to the gold standard in 

conjunction with Australia and South Africa, that the gold specie standard was officially 

ended. The British act of parliament that introduced the gold bullion standard in 1925 

simultaneously repealed the gold specie standard. The new gold bullion standard did not 

envisage any return to the circulation of gold specie coins. Instead, the law compelled the 

authorities to sell gold bullion on demand at a fixed price. This gold bullion standard 

lasted until 1931. In 1931, the United Kingdom was forced to suspend the gold bullion 

standard due to large outflows of gold across the Atlantic Ocean. Australia and New 

Zealand had already been forced off the gold standard by the same pressures connected 

with the Great Depression, and Canada quickly followed suit with the United Kingdom. 

Dates of adoption of a gold standard 

 1717: Kingdom of Great Britain following Isaac Newton's revision of the mint 

ratio, at 1 guinea to 129.438 grains (8.38 g) of 22 carat crown gold .  

 1821: United Kingdom 'de jure' at one sovereign to 123.27447 grains of 22 carat 

crown gold. 

 1818: Netherlands at 1 guilder to 0.60561 g gold. 

 1853: Canada in conjunction with the American Gold Eagle coin equal to ten US 

dollars and the British gold sovereign equal to four dollars eighty-six and two 

thirds cents. The Canadian unit was made equal to the American unit in the year 

1858. 

 1854: Portugal at 1000 réis to 1.62585 g gold. 

 1865: Newfoundland The only country in the British Empire to introduce its own 

gold coin apart from the British gold sovereign. The Newfoundland gold dollar 

was equal to the Spanish dollar unit that was being used in the British Eastern 

Caribbean Territories and in British Guiana. 

 1871: Japan at 1 yen to 1.5 g gold. 

 1873: German Empire at 2790 Gold marks to 1 kg gold. 

 1873: United States 'de facto at 20.67 dollars to 1 troy oz (31.1 g) gold. (See 

Coinage Act of 1873) 

 1873: Latin Monetary Union (Belgium, Italy, Switzerland, France) at 31 francs to 

9.0 g gold 

 1875: Scandinavian monetary union: (Denmark, Norway and Sweden) at 2480 

kroner to 1 kg gold. 

 1876: France internally. 
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 1876: Spain at 31 pesetas to 9.0 g gold. 

 1878: Grand Duchy of Finland at 31 marks to 9.0 g gold. 

 1879: Austrian Empire (see Austrian florin and Austrian crown). 

 1881: Argentina at 1 peso to 1.4516 g gold. 

 1885: Egypt.  

 1897: Russia at 31 rubles to 24.0 g gold.  

 1897: Japan at 1 yen devalued to 0.75 g gold 

 1898: India (see Indian rupee). 

 1900: United States de jure (see Gold Standard Act). 

 1903: The Philippines Gold Exchange/US dollar 

 1906: The Straits Settlements Gold Exchange/pound sterling 

 1908: Siam Gold Exchange/pound sterling.  

Throughout the 1870s deflationary and depressionary economics created periodic 

demands for silver currency. However, attempts to introduce such currency generally 

failed, and continued the general pressure towards a gold standard. By 1879, only gold 

coins were accepted through the Latin Monetary Union, composed of France, Italy, 

Belgium, Switzerland and later Greece, even though silver was, in theory, a circulating 

medium. 

Suspension of the gold standard 

Governments faced with the need to fund high levels of expenditure, but with limited 

sources of tax revenue, suspended convertibility of currency into gold on a number of 

occasions in the 19th century. The British government suspended convertibility during 

the Napoleonic wars and the US government during the US Civil War. In both cases, 

convertibility was resumed after the war. 

2.2.4 Gold standard from peak to crisis (1901–1932) 

Suspending gold payments to fund the war 

As in previous major wars under its gold standard, the British government suspended the 

convertibility of Bank of England notes to gold in 1914 to fund military operations during 

World War I. By the end of the war Britain was on a series of fiat currency regulations, 

which monetized Postal Money Orders and Treasury Notes. The government later called 

these notes banknotes, which are different from US Treasury notes. The United States 

government took similar measures. After the war, Germany, having lost much of its gold 

in reparations, could no longer produce gold Reichsmarks and moved to paper currency, 

although the Weimar Republic later introduced the Rentenmark and later the gold-backed 

Reichsmark in an effort to control hyperinflation. 

As had happened after previous major wars, the UK was returned to the gold standard in 

1925, by Winston Churchill. Although a higher gold price and significant inflation had 

followed the wartime suspension, Churchill followed tradition by resuming conversion 

payments at the pre-war gold price. For five years prior to 1925 the gold price was 
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managed downward to the pre-war level, causing deflation throughout those countries of 

the British Empire and Commonwealth using the pound sterling. But the rise in demand 

for gold for conversion payments that followed the similar European resumptions from 

1925 to 1928 meant a further rise in demand for gold relative to goods and therefore the 

need for a lower price of goods because of the fixed rate of conversion from money to 

goods. To attract gold, Britain had to increase the value of investing in its domestic 

assets. They needed to increase the demand for the pound. By doing this, Britain attracted 

gold from the stronger US, which decreased the US money supply as well as depressed 

Britain‘s own economy. Because of these price declines and predictable depressionary 

effects, the British government finally abandoned the standard September 21, 1931. 

Sweden abandoned the gold standard in October 1931; and other European nations soon 

followed. Once the pound had collapsed speculators attempted to devalue the United 

States dollar. The fed responded to speculative attacks on the dollar by raising interest 

rates to discourage dollar liquidation. The Fed was able to defend the gold standard 

initially but they tightened the money supply amid uncertain economic times. Even the 

U.S. government, which possessed most of the world's gold ($175 million flowed into the 

U.S. in 1929, and $280 million in 1930) moved to cushion the effects of the Great 

Depression by raising the official price of gold (from about $20 to $35 per ounce) and 

thereby substantially raising the equilibrium price level in 1933-4. Economic theories 

claim that a strict adherence to the gold standard during the Great Depression prevented 

the Federal Reserve from reducing nominal interest rates, which would have led to an 

expansion of the monetary supply. On the contrary, interest rates were increased to 

stimulate demand for the U.S. Dollar. This further lowered market demand, thereby 

augmenting the pressures and risks of deflation (as market demand decreases, prices 

decrease). 

Japan 

From 1601, the Tokugawa coinage consisted in gold, silver, and bronze denominations. 

In 1858, Western countries, especially the United States, France and Great Britain 

imposed through "unequal treaties" (Treaty of Amity and Commerce) free trade, free 

monetary flow, and very low tariffs, effectively taking away Japanese control of its 

foreign exchange. The 1715 export embargo on gold bullion was thus lifted: 

"All foreign coin shall be current in Japan and pass for its corresponding weight of 

Japanese coin of the same description... Coins of all description (with the exception of 

Japanese copper coin) may be exported from Japan" — Treaty of Amity and Commerce, 

1858. 

This created a massive outflow of gold from Japan, as foreigners rushed to exchange their 

silver for "token" silver Japanese coinage and again exchange these against gold, giving a 

200% profit to the transaction. In 1860, about 70 tons of gold thus left Japan, effectively 

destroying Japan's gold standard system, and forced it to return to weight-based system 

with international rates. The Bakufu responded to the crises by debasing the gold content 

of its coins by two thirds, so as to match foreign gold-silver exchange ratios. 
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As a consequence, the Tokugawa Bakufu lost the major profit source of recoinage 

(seniorage), and was forced to issue unbacked paper money, leading to major inflation. 

This was one of the major causes of discontent during the Bakumatsu period, and one of 

the causes of the demise of the Shogunate. 

Following Germany's example after the Franco-Prussian War of extracting reparations to 

facilitate a move to the gold standard, Japan gained the needed reserves after the Sino-

Japanese War of 1894-1895. Whether the gold standard offered a nation a seal of good 

housekeeping when it sought to borrow abroad is debated. 

For Japan, moving to gold was considered as vital to gaining access to Western capital 

markets.  

Great Britain, Japan, and the Scandinavian countries left the gold standard in 1931
]
 

2.2.5 Depression and World War II 

Prolongation of the depression 

Some critics blame the gold-exchange standard (different from a true gold standard) of 

the 1920s for prolonging the depression. The gold standard limited the Federal Reserve's 

control over monetary policy. As a result, the Fed could not lower interest rates as an 

expansionary policy to stimulate the Great Depression to an end. Rather, the Fed 

defended the fixed price of dollars in respect to the gold standard by raising interest rates, 

trying to increase the demand for dollars. Higher interest rates intensified the deflationary 

pressure on the dollar and reduced investment in the US. Central banks converted dollar 

assets to gold in 1931, reducing the Federal Reserve's gold reserves. This speculative 

attack on the dollar created a panic in the U.S. banking system. Fearing imminent 

devaluation of the dollar, many foreign and domestic depositors withdrew funds from 

U.S. banks to convert them into gold or other assets. Since the gold standard depressed 

demand for dollars, interest rates rose. Due to the Federal Reserve's reluctance to 

abandon the gold standard and float the U.S. currency as Britain had done, recovery in 

the United States was slower than in Britain. It wasn't until 1933 when the United States 

finally decided to abandon the gold standard that things began to improve. 

British hesitate to return to gold standard 

During the 1939–1942 period, the UK depleted much of its gold stock in purchases of 

munitions and weaponry on a "cash and carry" basis from the U.S. and other nations. 

This depletion of the UK's reserve convinced Winston Churchill of the impracticality of 

returning to a pre-war style gold standard. To put it simply the war had bankrupted 

Britain. John Maynard Keynes, who had argued against such a gold standard, proposed to 

put the power to print money in the hands of the privately owned Bank of England. 

Keynes, in warning about the menaces of inflation, said "By a continuous process of 

inflation, governments can confiscate, secretly and unobserved, an important part of the 

wealth of their citizens. By this method, they not only confiscate, but they confiscate 
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arbitrarily; and while the process impoverishes many, it actually enriches some". Quite 

possibly because of this, the 1944 Bretton Woods Agreement established the 

International Monetary Fund and an international monetary system based on 

convertibility of the various national currencies into a U.S. dollar that was in turn 

convertible into gold. It also prevented countries from manipulating their currency's value 

to gain an edge in international trade. 

Post-war international gold-dollar standard (1946–1971) 

After the Second World War, a system similar to a Gold Standard was established by the 

Bretton Woods Agreements. Under this system, many countries fixed their exchange 

rates relative to the U.S. dollar. The U.S. promised to fix the price of gold at $35 per 

ounce. Implicitly, then, all currencies pegged to the dollar also had a fixed value in terms 

of gold. Under the regime of the French President Charles de Gaulle up to 1970, France 

reduced its dollar reserves, trading them for gold from the U.S. government, thereby 

reducing U.S. economic influence abroad. This, along with the fiscal strain of federal 

expenditures for the Vietnam War, led President Richard Nixon to end the direct 

convertibility of the dollar to gold in 1971, resulting in the system's breakdown, 

commonly known as the Nixon Shock. 

2.2.6 Theory 

Commodity money is inconvenient to store and transport. It also does not allow the 

government to control or regulate the flow of commerce within their dominion with the 

same ease that a standardized currency does. As such, commodity money gave way to 

representative money, and gold and other specie were retained as its backing. 

Gold was a common form of money due to its rarity, durability, divisibility, fungibility, 

and ease of identification, often in conjunction with silver. Silver was typically the main 

circulating medium, with gold as the metal of monetary reserve. 

It is difficult to manipulate a gold standard to tailor to an economy‘s demand for money, 

providing practical constraints against the measures that central banks might otherwise 

use to respond to economic crises.  

The gold standard variously specified how the gold backing would be implemented, 

including the amount of specie per currency unit. The currency itself is just paper and so 

has no intrinsic value, but is accepted by traders because it can be redeemed any time for 

the equivalent specie. A U.S. silver certificate, for example, could be redeemed for an 

actual piece of silver. 

Representative money and the gold standard protect citizens from hyperinflation and 

other abuses of monetary policy, as were seen in some countries during the Great 

Depression. However, they were not without their problems and critics, and so were 

partially abandoned via the international adoption of the Bretton Woods System. That 
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system eventually collapsed in 1971, at which time nearly all nations had switched to full 

fiat money. 

According to later analysis, the earliness with which a country left the gold standard 

reliably predicted its economic recovery from the great depression. For example, Great 

Britain and Scandinavia, which left the gold standard in 1931, recovered much earlier 

than France and Belgium, which remained on gold much longer. Countries such as China, 

which had a silver standard, almost avoided the depression entirely. The connection 

between leaving the gold standard as a strong predictor of that country's severity of its 

depression and the length of time of its recovery has been shown to be consistent for 

dozens of countries, including developing countries. This partly explains why the 

experience and length of the depression differed between national economies.  

Differing definitions 

A 100% reserve gold standard, or a full gold standard, exists when a monetary authority 

holds sufficient gold to convert all of the representative money it has issued into gold at 

the promised exchange rate. It is sometimes referred to as the gold specie standard to 

more easily identify it from other forms of the gold standard that have existed at various 

times. A 100% reserve standard is generally considered difficult to implement as the 

quantity of gold in the world is too small to sustain current worldwide economic activity 

at current gold prices. Its implementation would entail a many-fold increase in the price 

of gold. Furthermore, the "necessary" quantity of money (i.e. one that avoids either 

inflation or deflation) is not a fixed quantity, but varies continuously with the level of 

commercial activity. 

This is due to the Fractional-reserve banking system. As money is created by the central 

bank and spent into circulation, the money expands via the money multiplier. Each 

subsequent loan and redeposit results in an expansion of the monetary base. Therefore, 

the promised exchange rate would have to be constantly adjusted. 

In an international gold-standard system (which is necessarily based on an internal gold 

standard in the countries concerned) gold or a currency that is convertible into gold at a 

fixed price is used as a means of making international payments. Under such a system, 

when exchange rates rise above or fall below the fixed mint rate by more than the cost of 

shipping gold from one country to another, large inflows or outflows occur until the rates 

return to the official level. International gold standards often limit which entities have the 

right to redeem currency for gold. Under the Bretton Woods system, these were called 

"SDRs" for Special Drawing Rights 

2.2.7 Advantages 

The theory of the gold standard rests on the idea that maximal increases in governmental 

purchasing power during wartime emergencies require post-war deflations, which would 

not occur without monetary institutions like the gold standard, which insist upon return to 

pre-war price-levels and therefore deflationary wartime expectations. 
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The gold standard limits the power of governments to inflate prices through excessive 

issuance of paper currency. It may tend to reduce uncertainty in international trade by 

providing a fixed pattern of international exchange rates. Under the classical international 

gold standard, disturbances in price levels in one country would be partly or wholly offset 

by an automatic balance-of-payment adjustment mechanism called the "price specie flow 

mechanism." 

2.2.8 Disadvantages 

 The total amount of gold that has ever been mined has been estimated at around 

142,000 metric tons. Assuming a gold price of US$1,000 per ounce, or $32,500 

per kilogram, the total value of all the gold ever mined would be around $4.5 

trillion. This is less than the value of circulating money in the U.S. alone, where 

more than $8.3 trillion is in circulation or in deposit (M2). Therefore, a return to 

the gold standard, if also combined with a mandated end to fractional reserve 

banking, would result in a significant increase in the current value of gold, which 

may limit its use in current applications. For example, instead of using the ratio of 

$1,000 per ounce, the ratio can be defined as $2,000 per ounce effectively raising 

the value of gold to $8 trillion. However, this is specifically a disadvantage of 

return to the gold standard and not the efficacy of the gold standard itself. Some 

gold standard advocates consider this to be both acceptable and necessary whilst 

others who are not opposed to fractional reserve banking argue that only base 

currency and not deposits would need to be replaced. The amount of such base 

currency (M0) is only about one tenth as much as the figure (M2) listed above.  

 Many economists believe that economic recessions can be largely mitigated by 

increasing money supply during economic downturns. Following a gold standard 

would mean that the amount of money would be determined by the supply of 

gold, and hence monetary policy could no longer be used to stabilize the economy 

in times of economic recession. Such reason is often employed to partially blame 

the gold standard for the Great Depression, citing that the Federal Reserve 

couldn't expand credit enough to offset the deflationary forces at work in the 

market. Opponents of this viewpoint have argued that gold stocks were available 

to the Federal Reserve for credit expansion in the early 1930s. Fed operatives 

simply failed to utilize them. In this case, a causal factor of the Great Depression 

was not the gold standard but rather a politically usurped monetary system.  

 Monetary policy would essentially be determined by the rate of gold production. 

Fluctuations in the amount of gold that is mined could cause inflation if there is 

an increase or deflation if there is a decrease. Some hold the view that this 

contributed to the severity and length of the Great Depression.  

 Some have contended that the gold standard may be susceptible to speculative 

attacks when a government's financial position appears weak. For example, some 

believe the United States was forced to raise its interest rates in the middle of the 

Great Depression to defend the credibility of its currency.  

 If a country wanted to devalue its currency, it would produce sharper changes, in 

general, than the smooth declines seen in fiat currencies, depending on the method 

of devaluation.  
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2.2.9 Advocates of a renewed gold standard 

The return to the gold standard is supported by many followers of the Austrian School of 

Economics, Objectivists and libertarians largely because they object to the role of the 

government in issuing fiat currency through central banks. A significant number of gold 

standard advocates also call for a mandated end to fractional reserve banking. 

Few lawmakers today advocate a return to the gold standard, other than adherents of the 

Austrian school and some supply-siders. However, some prominent economists have 

expressed sympathy with a hard currency basis, and have argued against fiat money, 

including former U.S. Federal Reserve Chairman Alan Greenspan (himself a former 

Objectivist), and macro-economist Robert Barro. Greenspan famously argued the case for 

returning to a gold standard in his 1966 paper "Gold and Economic Freedom", in which 

he described supporters of fiat currencies as "welfare statists" intent on using monetary 

policies to finance deficit spending. He has argued that the fiat money system of today 

has retained the favorable properties of the gold standard because central bankers have 

pursued monetary policy as if a gold standard were still in place. U.S. Congressman Ron 

Paul has continually argued for the reinstatement of the gold standard. 

The current global monetary system relies on the U.S. dollar as a reserve currency by 

which major transactions, such as the price of gold itself, are measured. A host of 

alternatives have been suggested, including energy-based currencies, market baskets of 

currencies or commodities, gold being one of the alternatives. 

In 2001 Malaysian Prime Minister Mahathir bin Mohammad proposed a new currency 

that would be used initially for international trade among Muslim nations. The currency 

he proposed was called the Islamic gold dinar and it was defined as 4.25 grams of pure 

(24 carat) gold. Mahathir Mohammad promoted the concept on the basis of its economic 

merits as a stable unit of account and also as a political symbol to create greater unity 

between Islamic nations. The purported purpose of this move would be to reduce 

dependence on the United States dollar as a reserve currency, and to establish a non-debt-

backed currency in accord with Islamic law against the charging of interest. However, to 

date, Mahathir's proposed gold-dinar currency has failed to take off. 

2.2.10 Gold as a reserve today 

During the 1990s Russia liquidated much of the gold reserves of the former USSR, while 

several other nations accumulated gold in preparation for the Economic and Monetary 

Union. The Swiss Franc was based on a full gold convertibility until 2000. However, 

gold reserves are held in significant quantity by many nations as a means of defending 

their currency, and hedging against the U.S. Dollar, which forms the bulk of liquid 

currency reserves. Weakness in the U.S. Dollar tends to be offset by strengthening of 

gold prices. Gold remains a principal financial asset of almost all central banks alongside 

foreign currencies and government bonds. It is also held by central banks as a way of 

hedging against loans to their own governments as an "internal reserve". Approximately 

19% of all above-ground gold is held in reserves by central banks. Both gold coins and 
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gold bars are widely traded in liquid markets, and therefore still serve as a private store of 

wealth. Some privately issued currencies, such as digital gold currency, are backed by 

gold reserves. 

In 1999, to protect the value of gold as a reserve, European Central Bankers signed the 

Washington Agreement on Gold, which stated that they would not allow gold leasing for 

speculative purposes, nor would they enter the market as sellers except for sales that had 

already been agreed upon. 

2.3 FIXED EXCHANGE RATE 

A fixed exchange rate, sometimes called a pegged exchange rate, is a type of exchange 

rate regime wherein a currency's value is matched to the value of another single currency 

or to a basket of other currencies, or to another measure of value, such as gold. 

A fixed exchange rate is usually used to stabilize the value of a currency, against the 

currency it is pegged to. This makes trade and investments between the two countries 

easier and more predictable, and is especially useful for small economies where external 

trade forms a large part of their GDP. 

It can also be used as a means to control inflation. However, as the reference value rises 

and falls, so does the currency pegged to it. In addition, according to the Mundell-

Fleming model, with perfect capital mobility, a fixed exchange rate prevents a 

government from using domestic monetary policy in order to achieve macroeconomic 

stability. 

2.3.1 Overview 

A former president of the Federal Reserve Bank of New York described fixed currencies 

as follows: 

Fixing value of the domestic currency relative to that of a low-inflation country is one 

approach central banks have used to pursue price stability. The advantage of an exchange 

rate target is its clarity, which makes it easily understood by the public. In practice, it 

obliges the central bank to limit money creation to levels comparable to those of the 

country to whose currency it is pegged. When credibly maintained, an exchange rate 

target can lower inflation expectations to the level prevailing in the anchor country. 

Experiences with fixed exchange rates, however, point to a number of drawbacks. A 

country that fixes its exchange rate surrenders control of its domestic monetary policy. 

—William J. McDonough ,  

In certain situations, fixed exchange rates may be preferable for their greater stability. For 

example, the Asian financial crisis was improved by the fixed exchange rate of the 

Chinese renminbi, and the IMF and the World Bank now acknowledge that Malaysia's 

adoption of a peg to the US dollar in the aftermath of the same crisis was highly 

successful. Following the devastation of World War II, the Bretton Woods system 
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allowed all the 44 Allied nations of latter World War II to fix exchange rates against the 

US dollar. The system collapsed in 1970. 

With regard to the Asian financial crisis, others argue that the fixed exchange rates 

(implemented well before the crisis) had become so immovable that it had masked 

valuable information needed for a market to function properly. That is, the currencies did 

not represent their true market value. This masking of information created volatility 

which encouraged speculators to "attack" the pegged currencies and as a response these 

countries attempted to defend their currency rather than allow it to devalue. These 

economists also believe that had these countries instituted floating exchange rates, as 

opposed to fixed exchange rates, they may very well have avoided the volatility that 

caused the Asian financial crisis in the first place. Countries like Malaysia adopted 

increased capital controls, believing that the volatility of capital was the result of 

technology and globalization, rather than ill-conceived macroeconomic policies. This 

resulted not in better stability and growth in the aftermath of the crisis, but sustained pain 

and stagnation. 

Countries adopting a fixed exchange rate must exercise careful and strict adherence to 

policy imperatives, and keep a degree of confidence of the capital markets in the 

management of such a regime, or otherwise the peg can fail. Such was the case of 

Argentina, where unchecked state spending and international economic shocks 

unbalanced the system resulting in an extremely damaging devaluation (see Argentine 

Currency Board, Argentine economic crisis, and the 1994 economic crisis in Mexico). On 

the opposite extreme, China's fixed exchange rate with the US dollar until 2005 led to 

China's rapid accumulation of foreign reserves, placing an appreciating pressure on the 

Chinese Yuan. 

2.3.2 Maintaining a fixed exchange rate 

Typically, a government wanting to maintain a fixed exchange rate does so by either 

buying or selling its own currency on the open market. This is one reason governments 

maintain reserves of foreign currencies. If the exchange rate drifts too far below the 

desired rate, the government buys its own currency in the market using its reserves. This 

places greater demand on the market and pushes up the price of the currency. If the 

exchange rate drifts too far above the desired rate, the opposite measures are taken. 

Another, less used means of maintaining a fixed exchange rate is by simply making it 

illegal to trade currency at any other rate. This is difficult to enforce and often leads to a 

black market in foreign currency. Nonetheless, some countries are highly successful at 

using this method due to government monopolies over all money conversion. This is the 

method employed by the Chinese government to maintain a currency peg or tightly 

banded float against the US dollar. Throughout the 1990s, China was highly successful at 

maintaining a currency peg using a government monopoly over all currency conversion 

between the yuan and other currencies. 

2.3.3 Criticisms 
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The main criticism of a fixed exchange rate is that flexible exchange rates serve to 

automatically adjust the balance of trade. When a trade deficit occurs, there will be 

increased demand for the foreign (rather than domestic) currency which will push up the 

price of the foreign currency in terms of the domestic currency. That in turn makes the 

price of foreign goods less attractive to the domestic market and thus pushes down the 

trade deficit. Under fixed exchange rates, this automatic re-balancing does not occur. 

2.3.4 Fixed exchange rate regime versus capital control 

The belief that the fixed exchange rate regime brings with it stability is only partly true, 

since speculative attacks tend to target currencies with fixed exchange rate regimes, and 

in fact, the stability of the economic system is maintained mainly through capital control. 

A fixed exchange rate regime should be viewed as a tool in capital control. 

For instance, China has allowed free exchange for current account transactions since 

December 1, 1996. Of more than 40 categories of capital account, about 20 of them are 

convertible. These convertible accounts are mainly related to foreign direct investment. 

Because of capital control, even the renminbi is not under the managed floating exchange 

rate regime, but free to float, and so it is somewhat unnecessary for foreigners to 

purchase renminbi. 

2.3.5 Flexible exchange rate system 

Flexible Exchange Rate System: After the failure of Bretton-Woods system several 

currency regimes have emerged spanning the spectrum of rigidly fixed rate regime to 

independently flexible regimes. 

Every country that has its own currency must decide what type of exchange rate 

arrangement to maintain. In academic discussions, the decision is often posed as a choice 

between a fixed or a flexible exchange rate. In reality however, there are different 

varieties of fixed and flexible arrangements, providing a range of alternatives. The 

different alternatives have different implications for the extent to which national 

authorities participate in the foreign exchange markets. According to their degree of 

flexibility, exchange rate regimes are arranged into three categories: Currency unions, 

dollarized regimes, currency boards and conventional fixed pegs are defined as ―fixed-

rate regimes‖; Horizontal bands, crawling pegs and crawling bands are grouped into 

―intermediate regimes‖; Managed and independent floats are defined as flexible regimes. 

Monetary Union is a zone where a single monetary policy prevails and inside which a 

single currency or currencies, which are perfect substitutes, circulate freely. A Monetary 

Union has common monetary and fiscal policy to ensure control over the creation of 

high-powered money and the expansion of government debts; it has a central 

management of the common pool of foreign exchange reserves, external debts and 

exchange rate policies. The Monetary Union has common regional monetary authority 

i.e. common regional central bank, which is the sole issuer of economy wide currency, in 

the case of a full currency union. The Monetary Union reduces the time inconsistency 
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problem by requiring multinational agreement on policy and reduces real exchange rate 

volatility. The potential drawbacks are that member countries suffering asymmetric 

shocks lose a stabilization tool. The cost depends on the extent of asymmetric costs and 

the availability and effectiveness of alternative adjustment tools. 

Dollarization/Euroization A foreign currency acts as legal tender. Dollarization is a 

summary measure of the use of foreign currency in its capacity to produce all types of 

money services in the domestic economy. Monetary policy is delegated to the anchor 

country. Dollarization/Euroization reduces the time inconsistency problem and real 

exchange rate volatility. Under dollarization exchange rate movements cannot buffer 

external shocks. 

Currency Board is monetary regime adopted by countries that intend to discipline their 

Central Banks, as well as solve their external credibility problems by ―tying their hands‖ 

with institutionally binding arrangements. A currency board combines three elements: an 

exchange rate that is fixed to an ―anchor currency‖; automatic convertibility or the right 

to exchange domestic currency at this fixed rate whenever desired; and a long-term 

commitment to the system. The time inconsistency problem is reduced and real exchange 

rate volatility is diminished. A currency board system can be credible only if central bank 

holds official foreign exchange reserves sufficient to at least cover the entire monetary 

base. Exchange rate movements cannot buffer external shocks. 

Fixed peg means fixed rate against a single currency or a currency basket. The time 

inconsistency problem is reduced through commitment to a verifiable target. Devaluation 

option provides potentially valuable policy tool in response to large shocks. It‘s potential 

drawbacks are: provides a target for speculative attacks, avoids real exchange rate 

volatility but not necessarily persistent misalignments, does not by itself place hard 

constrains on monetary and fiscal policy, the credibility effect depends on accompanying 

institutional measures and record of accomplishment. 

Crawling peg:  A rule based system for altering the par value, typically at a 

predetermined rate or as a function of inflation differentials. It is an attempt to combine 

flexibility and stability. Often used by (initially) high inflation countries pegging to low 

inflation countries in attempt to avoid trend real appreciation. At the margins a crawling 

peg provides a target for speculative attacks. Among variants of fixed exchange rates, it 

imposes the least restrictions, and may hence yield the smallest credibility benefits. The 

credibility effect depends on accompanying institutional measures and record of 

accomplishment. 

Bands Exchange rate is flexible within a present band; endpoints are defended through 

intervention, typically with some intra-band intervention. An attempt to mix market-

determined rates with exchange rate stabilizing intervention in a rule based system. It 

provides a limited role for exchange rate movements to counteract external shocks and 

partial expectations anchor, retains exchange rate uncertainty and thus motivates 

development of exchange rate risk management tools. On the margin a band is subject to 

speculative attacks. Does not by itself place hard constrains on monetary and fiscal 
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policy, and thus provides only partial solution against the time inconsistency problem. 

The credibility effect depends on accompanying institutional measures, record of 

accomplishment and the characteristics of the band (firm or adjustable, secret or public, 

width, strength of intervention requirement). 

Managed float Exchange rates are determined in the foreign exchange market. 

Authorities can and do intervene, but are not bound by any intervention rule. The 

arrangement provides a way to mix market-determined rates with stabilizing intervention 

in a non-rule-based system. Its potential drawbacks are that it doesn‘t place hard 

constrains on monetary and fiscal policy. Absence of rule conditions credibility, gain on 

credibility of monetary authorities.  

Pure float: The exchange rate is determined in the market without public sector 

intervention. Adjustments to shocks can take place through exchange rate movements. It 

eliminates the requirement to hold large reserves. This arrangement does not provide an 

expectations anchor. Exchange rate regime places no restrictions on monetary and fiscal 

policy; time inconvenience arises unless addressed by other institutional measures. 

2.4 FLOATING EXCHANGE RATE 

A chanthuru or fluctuating exchange rate is a type of exchange rate regime wherein a 

currency's value is allowed to fluctuate according to the foreign exchange market. A 

currency that uses a floating exchange rate is known as a floating currency. It is not 

possible for a developing country to maintain the stability in the rate of exchange for its 

currency in the exchange market. There are two options open for them- [1] Let the 

exchange rate be allowed to fluctuate in the open market according to the market 

conditions, or [2] An equilibrium rate may be fixed to be adopted and attempts should be 

made to maintain it as far as possible. But, if there is a fundamental change in the 

circumstances, the rate should be changed accordingly. The rate of exchange under the 

first alternative knows as fluctuating rate of exchange and under second alternative, it is 

called flexible rate of exchange. In the modern economic conditions, the flexible rate of 

exchange system is more appropriate as it does not hamper the foreign trade. There are 

economists who think that, in most circumstances, floating exchange rates are preferable 

to fixed exchange rates. As floating exchange rates automatically adjust, they enable a 

country to dampen the impact of shocks and foreign business cycles, and to preempt the 

possibility of having a balance of payments crisis. However, in certain situations, fixed 

exchange rates may be preferable for their greater stability and certainty. This may not 

necessarily be true, considering the results of countries that attempt to keep the prices of 

their currency "strong" or "high" relative to others, such as the UK or the Southeast Asia 

countries before the Asian currency crisis. The debate of making a choice between fixed 

and floating exchange rate regimes is set forth by the Mundell-Fleming model, which 

argues that an economy cannot simultaneously maintain a fixed exchange rate, free 

capital movement, and an independent monetary policy. It can choose any two for 

control, and leave third to the market forces. 
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In cases of extreme appreciation or depreciation, a central bank will normally intervene to 

stabilize the currency. Thus, the exchange rate regimes of floating currencies may more 

technically be known as a managed float. A central bank might, for instance, allow a 

currency price to float freely between an upper and lower bound, a price "ceiling" and 

"floor". Management by the central bank may take the form of buying or selling large lots 

in order to provide price support or resistance, or, in the case of some national currencies, 

there may be legal penalties for trading outside these bounds. 

2.4.1 Fear of floating 

A free floating exchange rate increases foreign exchange volatility. There are economists 

who think that this could cause serious problems, especially in emerging economies. 

These economies have a financial sector with one or more of following conditions: 

 high liability dollarization 

 financial fragility 

 strong balance sheet effects 

When liabilities are denominated in foreign currencies while assets are in the local 

currency, unexpected depreciations of the exchange rate deteriorate bank and corporate 

balance sheets and threaten the stability of the domestic financial system. 

For this reason emerging countries appear to face greater fear of floating, as they have 

much smaller variations of the nominal exchange rate, yet face bigger shocks and interest 

rate and reserve movements. This is the consequence of frequent free floating countries' 

reaction to exchange rate movements with monetary policy and/or intervention in the 

foreign exchange market. 

The number of countries that present fear of floating increased significantly during the 

nineties.
 

2.5 EXCHANGE RATES IN DIFFERENT MARKET ECONOMIES 
 

2.5.1 Fixed vs. Flexible Exchange Rates 
 

There have been discussions about the optimal exchange rate regime for a very long time, 

reflecting the evolution of the world economy and the conduct of monetary policy. The 

gold standard, as well as systems tied to other commodities, provided a monetary anchor, 

as well as a standard for financing international transactions, for many different countries 

over the centuries. 

 

Histories of gold standards recount many periods of financial turmoil and very sharp 

variations in output and prices. The Bretton Woods system was established, with the U.S. 

dollar as the centerpiece, as a system of fixed, but variable, exchange rates.1 When this 

system came under stress in the 1960s, older debates of the relative merits of fixed versus 

flexible exchange rates developed new life and the original Bretton Woods system was 
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replaced by a system of floating exchange rates among the major currencies. The 

question of the appropriate exchange rate regime for other currencies remained open to 

debate. In the early 1990s, influential economic arguments supported fixed exchange rate 

regimes as an anchor to break hyper- and high inflation in many emerging markets. The 

emerging market financial crises later in that decade, however, prompted a reassessment 

of these arguments and an emphasis on the virtues of flexible exchange rate regimes for 

large emerging markets, increasingly integrated into the global financial system. It 

became clear that economies operating in the framework of a flexible exchange rate 

system were better able to absorb shocks from open capital markets than economies with 

a pegged rate.  

 

A few points merit emphasis in any debate about exchange rate regime choices. 

 

• In a pure fixed exchange rate regime, economic activity adjusts to the exchange rate. In 

a purely floating regime, the exchange rate is a reflection of economic activity. In either 

case, the economy‘s ―fundamentals‖ are the chief determinant of whether economic 

stability and prosperity are achieved, not the exchange regime per se. 

 

• There is probably no universally ―optimal‖ regime. Regime choices should reflect the 

individual properties and characteristics of an economy. Both ―fixed‖ and ―flexible‖ 

regimes have strengths and weaknesses. A fixed exchange rate is generally seen as being 

transparent and a simple anchor for monetary policy. Countries with weak institutions 

can ―import‖ monetary credibility by anchoring to a currency with a credible central 

bank. 

 

A conventional view is that a fixed exchange rate has the advantage of reducing 

transaction costs and exchange rate risk. In countries with less developed financial 

sectors, economic agents may not have the financial tools to hedge long-term currency 

risks. But adjustments under fixed exchange rates can be very gradual and require 

significant flexibility in prices in the domestic economy, especially in the face of 

changing capital flows.  

 

The inflexibility of fixed exchange rates can place an enormous constraint on monetary 

policy and create pressures in a downturn for pro-cyclical fiscal policies. Fixed exchange 

rate regimes in economies where interest rates are higher than rates denominated in the 

anchor currency can also give debtors an incentive to borrow unhedged in the anchor 

currency, leaving national balance sheets vulnerable to exchange rate changes. To 

withstand currency pressures under fixed exchange rate regimes, authorities have an 

incentive to put in place harmful capital controls (to be sure, such pressures can exist 

under flexible regimes as well). 

 

A country cannot maintain a fixed exchange rate, open capital market, and monetary 

policy independence at the same time. In recent years more large emerging market 

countries, increasingly integrated into the global financial system, have begun to adopt 

policies that target low inflation and establish central bank independence. Flexible 

exchange rates have the advantage that they allow a country to pursue an independent 
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monetary policy, rather than have its own monetary policy set by an anchor currency 

country. Experience shows that flexible exchange rates are more resilient in the face of 

shocks, and are better able to distribute the burden of adjustment between the external 

sector and the domestic economy. Also, fixed exchange rates have the effect of sharply 

reducing or eliminating exchange rate volatility. Protection from volatility dampens the 

incentives for financial markets to develop hedging products and financial instruments, so 

risk is more likely to be transferred to the public sector effectively. Against this 

background, exchange regime choices will vary. Major Currencies It is broadly agreed 

that the major currencies – the dollar, the euro and the yen – should, and do, float against 

one another. The economies represented by these currencies account for 42% of global 

economic activity. Nearly all global trade and capital flow transactions are denominated 

in one of these three currencies, as are nearly 95% of official foreign exchange reserves.  

 

Other large economies with well developed financial sectors, such the U.K., Canada, or 

Australia should, and do, float as well.  

 

2.5.2 Emerging Market Economies 
 

Larger emerging market economies should adopt more flexible exchange rate regimes. 

―Larger‖ is meant to apply to economies such as, though not exclusively, Mexico, Brazil, 

South Korea, and China. This is all the more true as these economies become integrated 

into the global financial system and have increasingly developed financial sectors. Where 

flexible exchange rates are in operation, economies have proven to be more robust and 

resilient. Brazil demonstrated this quite well in 2002 when the markets put substantial 

downward pressure on the Real ahead of the Presidential elections. In the case of 

downward currency pressure, greater flexibility limits the one-way betting that results in 

rapid depletion of reserves and allows the external sector to bear a portion of the needed 

adjustment, rather than imposing an undue burden on domestic demand. Flexible regimes 

for ―larger‖ economies cannot solve all problems. In particular, there is no substitute for 

sound fiscal and monetary policies and resilient institutions. Economies with a flexible 

exchange rate need an alternative anchor for monetary policy, such as central bank 

independence and inflation targeting, and they should take steps to put in place a sound 

systemof bank regulation. China is a clear case where increased trade and financial 

integration have shifted the balance strongly towards the need for a more flexible 

exchange rate: 

 

• Large capital inflows have fueled credit growth, leading to huge increases in investment 

in 2003 and 2004 and an overheating economy. 

 

• Chinese authorities cannot effectively use monetary policy to control inflation, but 

instead, monetary policy is inexorably linked to that of the anchor currency, regardless of 

domestic developments in China itself. This creates pressure to use administrative 

controls. 
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• Financial sector development and openness have reduced the effectiveness of 

administrative controls for adjusting monetary conditions and smoothing investment 

cycles. But the peg precludes the ability of monetary authorities to adjust interest rates. 

 

• The U.S. and China economic cycles are not synchronized so that monetary conditions 

in the U.S. may not be appropriate for the Chinese economy. 

 

• China‘s transition to a more market-based economy where private agents adjust to price 

signals is hampered by constraints on the movements of interest rates and exchange rates. 

 

• In addition to being in China‘s own interest, greater flexibility of the yuan would allow 

other Asian economies that are concerned about their relative competitiveness vis-à-vis 

China, to have more flexible exchange rates. This would help facilitate orderly 

adjustments of global imbalances and lessen protectionist pressures. 

 

2.5.3 Lower-Income Economies 
 

Lower-income economies with less developed monetary and financial sectors, and less 

credible institutions, on the other hand, can face special problems. For some of these 

economies, a very hard peg to a major currency can improve monetary stability and 

improve the efficiency of commercial transactions. Typically, these economies, where 

credibility in existing institutions is not yet strong, still have underdeveloped financial 

sectors and supervisory systems, suffer from higher rates of inflation, and are in need of 

anchors for monetary policy. 

 

2.5.4 The IMF and Exchange Rates 

 
The IMF‘s Articles of Agreement allow members to adopt the exchange rate regime of 

their choice. However, the IMF – taken to mean both management and shareholders – has 

a responsibility rigorously and candidly to assess the consistency of that regime with both 

country circumstances and the international system. The Fund is not only a trusted 

advisor to each of its members but the protector of the system as a whole. 

 

The IMF Articles of Agreement recognize the danger of not permitting balance of 

payments adjustments to take place, and this danger motivated the IMF to establish 

procedures for surveillance of exchange rate policies. The implementation of these 

procedures needs to be significantly improved. In general terms, the international 

financial system would benefit from a multilateral approach to greater exchange rate 

flexibility. It is in the collective interest of all economies for the IMF – the world‘s 

central institution for global monetary cooperation – to assume this responsibility. 

 

More specifically, the U.S. Treasury has made four proposals to strengthen IMF 

surveillance. First, the membership of the IMF should clarify the principles of 

surveillance over exchange rate policies. Guidelines like ―protracted large-scale 

intervention‖ and ―excessive‖ reserve accumulation have been undefined for too long. 

Second, Article IV reports must include more substantial and pointed discussions of 
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exchange rate issues – on a consistent basis, but especially in systemically important 

countries. The IMF – with its wealth of expertise and experience across the globe – is 

well positioned to discuss exchange rate policies with authorities and advocate change. 

Third, such engagement is more effective with credible consequences, and that is the 

―Special Consultation‖ mechanism.  

 

Consultations would be a more useful tool if designed to enable more regular use. 

Finally, the IMF should develop its techniques for assessing exchange rate behavior and 

extend this work more to emerging markets.  

 

Although the IMF should not be placed in the position of determining what the ―right‖ 

exchange rate level is, quantitative efforts at exchange rate determination can be helpful 

in developing a qualitative assessment of a country‘s exchange rate policies.  

 

The IMF Managing Director has since committed to strengthen IMF exchange rate 

surveillance, both bilaterally and multilaterally, in the context of his Medium-Term 

Strategy. Further, by bringing together the IMF, countries engaged in questionable 

currency policies, and countries most affected by those policies, the multilateral 

consultation process should help promote exchange rate policies that are consistent not 

only with domestic policies but also with the international monetary system. 

 

Activity 2 

 

1. Write a detailed note on gold standard discussing its theory and application in 

different nations. 

2. Discuss the history of gold standard. 

3. Explain fixed exchange rate. Differentiate it with flexible exchange rate. 

4. Write a short note on exchange rates in various economies. 

 

 

2.6 SUMMARY  
 

Various approaches to balance of payments, monetary and non monetary have been 

discussed in this unit. It has been focused that, approaches to balance of payments looks 

very much at the idea that the idea that the balance of payment flows has on the exchange 

rates between currencies. Basically it is saying that if there is a deficit in the level of a 

trade, then that will lead to the home currency being worth a bit less, however the natural 

outcome of it dropping will be that imports will fall and exports will start to rise because 

it is cheaper for those abroad to buy from that country but more expensive for those in the 

country to buy from outside due to its weaker currency.  

 

Further gold standard and its implications in balance of payments were discussed. Fixed 

exchange rates are described followed by the floating exchange rate. Finally exchange 

rates in various market economies such as emerging markets and developing countries 

had been explained. 
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UNIT 3 

DETERMINATION OF NATIONAL INCOME AND 

OUTPUT  

Objectives 

After studying this unit you should be able to: 

 Explain the determinants of national income and output. 

 Understand the output approach to national income measurement 

 Analyze the approach to the income approach. 

 Have the knowledge of the expenditure approach  

 Know the various methods of measuring national income 

 Appreciate the role of national income in overall development 

 Describe the concept of foreign trade multiplier 

Structure 

 
3.1 Introduction 

3.2 Overview to measures of national income 

3.3 The output approach 

3.4 The income approach 

3.5 The expenditure approach 

3.6 National income and welfare 

3.7 Measuring national income 

3.8 Foreign trade multiplier 

3.9 Summary 

3.10 Further readings 

 

 

3.1 INTRODUCTION  

A variety of measures of national income and output are used in economics to estimate 

total economic activity in a country or region, including gross domestic product (GDP), 

gross national product (GNP), and net national income (NNI). All are especially 

concerned with counting the total amount of goods and services produced within some 

"boundary". The boundary may be defined climatologically, or by citizenship; and limits 

on the type of activity also form part of the conceptual boundary; for instance, these 

measures are for the most part limited to counting goods and services that are exchanged 

for money: production not for sale but for barter, for one's own personal use, or for one's 

family, is largely left out of these measures, although some attempts are made to include 

some of those kinds of production by imputing monetary values to them.  

http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/Gross_domestic_product
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3.2 OVERVIEW TO MEASURES OF NATIONAL INCOME 

As can be imagined, arriving at a figure for the total production of goods and services in a 

large region like a country entails an enormous amount of data-collection and calculation. 

Although some attempts were made to estimate national incomes as long ago as the 17th 

century, the systematic keeping of national accounts, of which these figures are a part, 

only began in the 1930s, in the United States and some European countries. The impetus 

for that major statistical effort was the Great Depression and the rise of Keynsian 

economics, which prescribed a greater role for the government in managing an economy, 

and made it necessary for governments to obtain accurate information so that their 

interventions into the economy could proceed as much as possible from a basis of fact. 

In order to count a good or service it is necessary to assign some value to it. The value 

that all of the measures discussed here assign to a good or service is its market value – the 

price it fetches when bought or sold. No attempt is made to estimate the actual usefulness 

of a product – its use-value – assuming that to be any different from its market value. 

Three strategies have been used to obtain the market values of all the goods and services 

produced: the product (or output) method, the expenditure method, and the income 

method. The product method looks at the economy on an industry-by-industry basis. The 

total output of the economy is the sum of the outputs of every industry. However, since 

an output of one industry may be used by another industry and become part of the output 

of that second industry, to avoid counting the item twice we use, not the value output by 

each industry, but the value-added; that is, the difference between the value of what it 

puts out and what it takes in. The total value produced by the economy is the sum of the 

values-added by every industry. 

The expenditure method is based on the idea that all products are bought by somebody or 

some organisation. Therefore we sum up the total amount of money people and 

organisations spend in buying things. This amount must equal the value of everything 

produced. Usually expenditures by private individuals, expenditures by businesses, and 

expenditures by government are calculated separately and then summed to give the total 

expenditure. Also, a correction term must be introduced to account for imports and 

exports outside the boundary. 

The income method works by summing the incomes of all producers within the 

boundary. Since what they are paid is just the market value of their product, their total 

income must be the total value of the product. Wages, proprieter's incomes, and corporate 

profits are the major subdivisions of income. 

The names of all of the measures discussed here consist of one of the words "Gross" or 

"Net", followed by one of the words "National" or "Domestic", followed by one of the 

words "Product", "Income", or "Expenditure". All of these terms can be explained 

separately. 

"Gross" means total product, regardless of the use to which it is subsequently put. 

http://en.wikipedia.org/wiki/National_accounts
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"Net" means "Gross" minus the amont that must be used to offset depreciation – 

ie., wear-and-tear or obsolescence of the nation's fixed capital assets. "Net" gives 

an indication of how much product is actually available for consumption or new 

investment. 

"Domestic" means the boundary is geographical: we are counting all goods and 

services produced within the country's borders, regardless of by whom. 

"National" means the boundary is defined by citizenship (nationality). We count 

all goods and services produced by the nationals of the country (or businesses 

owned by them) regardless of where that production physically takes place. 

The output of a French-owned cotton factory in Senegal counts as part of the 

Domestic figures for Senegal, but the National figures of France. 

"Product", "Income", and "Expenditure" refer to the three counting methodologies 

explained earlier: the product, income, and expenditure approaches. However the 

terms are used loosely. 

"Product" is the general term, often used when any of the three approaches was 

actually used. Sometimes the word "Product" is used and then some additional 

symbol or phrase to indicate the methodology; so, for instance, we get "Gross 

Domestic Product by income", "GDP (income)", "GDP(I)", and similar 

constructions. 

"Income" specifically means that the income approach was used. 

"Expenditure" specifically means that the expenditure approach was used. 

Note that all three counting methods should in theory give the same final figure. 

However, in practice minor differences are obtained from the three methods for several 

reasons, including changes in inventory levels and errors in the statistics. One problem 

for instance is that goods in inventory have been produced (therefore included in 

Product), but not yet sold (therefore not yet included in Expenditure). Similar timing 

issues can also cause a slight discrepancy between the value of goods produced (Product) 

and the payments to the factors that produced the goods (Income), particularly if inputs 

are purchased on credit, and also because wages are collected often after a period of 

production. 

3.2.1 General 

Gross domestic product (GDP) is defined as the "value of all final goods and services 

produced in a country in 1 year". 

Gross National Product (GNP) is defined as the market value of all goods and services 

produced in one year by labour and property supplied by the residents of a country.  

As an example, the table below shows some GDP and GNP, and NNI data for the United 

States:  

National income and output (Billions of dollars) 

Period Ending 2003 
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Gross national product 11,063.3 

  Net U.S. income receipts from rest of the world 55.2 

      U.S. income receipts 329.1 

      U.S. income payments -273.9 

Gross domestic product 11,008.1 

  Private consumption of fixed capital 1,135.9 

  Government consumption of fixed capital 218.1 

  Statistical discrepancy 25.6 

National Income 9,679.7 

 NDP: Net domestic product is defined as "gross domestic product (GDP) minus 

depreciation of capital", similar to NNP. 

 GDP per capita: Gross domestic product per capita is the mean value of the 

output produced per person, which is also the mean income. 

3.3 THE OUTPUT APPROACH 

The output approach focuses on finding the total output of a nation by directly finding the 

total value of all goods and services a nation produces. 

Because of the complication of the multiple stages in the production of a good or service, 

only the final value of a good or service is included in total output. This avoids an issue 

often called 'double counting', wherein the total value of a good is included several times 

in national output, by counting it repeatedly in several stages of production. In the 

example of meat production, the value of the good from the farm may be $10, then $30 

from the butchers, and then $60 from the supermarket. The value that should be included 

in final national output should be $60, not the sum of all those numbers, $100. The values 

added at each stage of production over the previous stage are respectively $10, $20, and 

$30. Their sum gives an alternative way of calculating the value of final output. 

Formulae: 

GDP(gross domestic product) at market price = value of output in an economy in a 

particular year - intermediate consumption 

NNP at factor cost = GDP at market price - depreciation + NFIA (net factor income from 

abroad) - net indirect taxes 

3.4 THE INCOME APPROACH 

The income approach focuses on finding the total output of a nation by finding the total 

income received by the factors of production owned by that nation. 

http://en.wikipedia.org/wiki/Double_counting_(accounting)
http://en.wikipedia.org/wiki/Value_added
http://en.wikipedia.org/wiki/Value_added
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The main types of income that are included in this approach are rent (the money paid to 

owners of land), salaries and wages (the money paid to workers who are involved in the 

production process, and those who provide the natural resources), interest (the money 

paid for the use of man-made resources, such as machines used in production), and profit 

(the money gained by the entrepreneur - the businessman who combines these resources 

to produce a good or service). 

Formulae: 

NDP at factor cost = compensation of employee + operating surplus + mixed income of 

self employee 

National income = NDP at factor cost + NFIA (net factor income from abroad) - 

Depreciation 

3.5 THE EXPENDITURE APPROACH 

The expenditure approach is basically a socialist output accounting method. It focuses on 

finding the total output of a nation by finding the total amount of money spent. This is 

acceptable, because like income, the total value of all goods is equal to the total amount 

of money spent on goods. The basic formula for domestic output combines all the 

different areas in which money is spent within the region and then combines them to find 

the total output. 

GDP = C + I + G + (X - M) 

Where: 

C = household consumption expenditures / personal consumption expenditures 

I = gross private domestic investment 

G = government consumption and gross investment expenditures 

X = gross exports of goods and services 

M = gross imports of goods and services 

Note: (X - M) is often written as XN, which stands for "net exports" 

3.6 NATIONAL INCOME AND WELFARE 

GDP per capita (per person) is often used as a measure of a person's welfare. Countries 

with higher GDP may be more likely to also score highly on other measures of welfare, 

such as life expectancy. However, there are serious limitations to the usefulness of GDP 

as a measure of welfare: 

 Measures of GDP typically exclude unpaid economic activity, most importantly 

domestic work such as childcare. This leads to distortions; for example, a paid 

nanny's income contributes to GDP, but an unpaid parent's time spent caring for 

http://en.wikipedia.org/wiki/Gross_private_domestic_investment
http://en.wikipedia.org/wiki/Quality_of_life
http://en.wikipedia.org/wiki/Life_expectancy
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children will not, even though they are both carrying out the same economic 

activity. 

 GDP takes no account of the inputs used to produce the output. For example, if 

everyone worked for twice the number of hours, then GDP might roughly double, 

but this does not necessarily mean that workers are better off as they would have 

less leisure time. Similarly, the impact of economic activity on the environment is 

not measured in calculating GDP. 

 Comparison of GDP from one country to another may be distorted by movements 

in exchange rates. Measuring national income at purchasing power parity may 

overcome this problem at the risk of overvaluing basic goods and services, for 

example subsistence farming. 

 GDP does not measure factors that affect quality of life, such as the quality of the 

environment (as distinct from the input value) and security from crime. This leads 

to distortions - for example, spending on cleaning up an oil spill is included in 

GDP, but the negative impact of the spill on well-being (e.g. loss of clean 

beaches) is not measured. 

 GDP is the mean (average) wealth rather than median (middle-point) wealth. 

Countries with a skewed income distribution may have a relatively high per-

capita GDP while the majority of its citizens have a relatively low level of 

income, due to concentration of wealth in the hands of a small fraction of the 

population. See Gini coefficient. 

Because of this, other measures of welfare such as the Human Development Index (HDI), 

Index of Sustainable Economic Welfare (ISEW), Genuine Progress Indicator (GPI), gross 

national happiness (GNH), and sustainable national income (SNI) are used. 

3.7 MEASURING NATIONAL INCOME 

To measure how much output, spending and income has been generated in a given time 

period we use national income accounts. These accounts measure three things: 

1. Output: i.e. the total value of the output of goods and services produced in the UK.  

2. Spending: i.e. the total amount of expenditure taking place in the economy. 

3. Incomes: i.e. the total income generated through production of goods and services. 

3.7.1 What is National Income? 

National income measures the money value of the flow of output of goods and 

services produced within an economy over a period of time. Measuring the level and rate 

of growth of national income (Y) is important to economists when they are considering: 

The rate of economic growth 

Changes over time to the average living standards of the population 

Changes over time to the distribution of income between different groups within the 

population  (i.e. measuring the scale of income and wealth inequalities within society) 

http://en.wikipedia.org/wiki/Purchasing_power_parity
http://en.wikipedia.org/wiki/Gini_coefficient
http://en.wikipedia.org/wiki/Human_Development_Index
http://en.wikipedia.org/wiki/Index_of_Sustainable_Economic_Welfare
http://en.wikipedia.org/wiki/Genuine_Progress_Indicator
http://en.wikipedia.org/wiki/Gross_national_happiness
http://en.wikipedia.org/wiki/Gross_national_happiness
http://en.wikipedia.org/wiki/Sustainable_national_income
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Gross Domestic Product  

Gross Domestic Product (GDP) measures the value of output produced within the 

domestic boundaries of the UK over a given time period. An important point is that our 

GDP includes the output of foreign owned businesses that are located in the UK 

following foreign direct investment in the UK economy. The output of motor vehicles 

produced at the giant Nissan car plant on Tyne and Wear and by the many foreign owned 

restaurants and banks all contribute to the UK‘s GDP. 

There are three ways of calculating GDP - all of which should sum to the same amount 

since the following identity must hold true: 

National Output = National Expenditure (Aggregate Demand) = National Income 

Firstly we consider total spending on goods and services produced within the economy: 

Nissan at Sunderland – Celebrating 20 years of production 

The Nissan plant at Washington, Tyne and Wear is celebrating its 20th anniversary in 

July 2006, the first car having rolled off the line on July 8th, 1986. In that first year of 

production 470 staff had a production target of 24,000 Bluebirds. Twenty years on, more 

than 4,200 employees produce around 310,000 Micras, C+Cs, NOTEs, Almeras and 

Primeras each year. That car has been followed by 4.3 million others thanks to a total 

investment of £2.3 billion. Production is set to rise from 310,000 per year last year to 

400,000 in 2007 with the introduction of a new small 4x4, and Sunderland has been rated 

as Europe's most productive car factory for the last eight years. 

Sources: Reuters News, Sunderland Echo, July 2006  

(i) The Expenditure Method of calculating GDP (aggregate demand) 

This is the sum of spending on UK produced goods and services measured at current 

market prices. The full equation for GDP using this approach is GDP = C + I + G + (X-

M) where 

C: Household spending 

I: Capital Investment spending 

G: Government spending  

X: Exports of Goods and Services 

M: Imports of Goods and Services 

The Income Method of calculating GDP (the Sum of Factor Incomes)  

Here GDP is the sum of the incomes earned through the production of goods and 

services. The main factor incomes are as follows:  

http://news.bbc.co.uk/1/hi/england/wear/5159162.stm
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Income from people employment and in self-employment  

+ 

Profits of private sector companies  

+ 

Rent income from land 

=  

Gross Domestic product (by factor income) 

It is important to recognise that only those incomes that are actually generated through 

the production of output of goods and services are included in the calculation of GDP by 

the income approach.  

We exclude from the accounts the following items: 

 Transfer payments e.g. the state pension paid to retired people; income support 

paid to families on low incomes; the Jobseekers‘ Allowance given to the 

unemployed and other forms of welfare assistance including child benefit and 

housing benefit.  

 Private transfers of money from one individual to another. 

 Income that is not registered with the Inland Revenue or Customs and 

Excise. Every year, billions of pounds worth of economic activity is not declared 

to the tax authorities. This is known as the shadow economy where goods and 

services are exchanged but the value of these transactions is hidden from the 

authorities and therefore does not show up in the official statistics!). It is 

impossible to be precise about the size of the shadow economy but some 

economists believe that between 8 – 15 per cent of national output and spending 

goes unrecorded by the official figures. 

3.7.2 Output Method of calculating GDP – using the concept of value 

added 

This measure of GDP adds together the value of output produced by each of the 

productive sectors in the economy using the concept of value added.   

Value added is the increase in the value of a product at each successive stage of the 

production process. We use this approach to avoid the problems of double-counting the 

value of intermediate inputs.  

The table below shows indices of value added from various sectors of the economy in 

recent years. We can see from the data that manufacturing industry has seen barely any 

growth at all over the period from 2001-2004 whereas distribution, hotels and catering 

together with business services and finance have been sectors enjoying strong increases 

in the volume of output.  
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These figures illustrate a process of structural change, with a continued decline in 

manufacturing output and jobs relative to the rest of the economy. By far the largest share 

of total national output (GDP) comes from our service industries. 

 

Index of Gross Value Added by selected industry for the UK 

  Mining 

and 

quarrying, 

inc oil & 

gas 

extraction 

Manufacturing Construction Distribution, 

hotels, and 

catering; 

repairs 

Business 

services 

and 

finance 

2001 weights in total GDP  

(out of 1000) 

28 172 57 159 249 

2001 100 100 100 100 100 

2002 100 97 104 105 102 

2003 94 97 109 108 106 

2004 87 98 113 113 111 

We can see from the following chart how there have been divergences in the growth 

achieved by the manufacturing and the service sectors of the British economy. Indeed by 

the middle of 2006, the index of manufacturing output was below the level achieved at 

the start of 2000.  

In contrast the service industries have enjoyed strong growth, leading to a continued 

process of structural change in the economy – away from traditional heavy industries 

towards service businesses. 

GDP and GNP (Gross National Product) 

Gross National Product (GNP) measures the final value of output or expenditure by UK 

owned factors of production whether they are located in the UK or overseas.  

In contrast, Gross Domestic Product (GDP) is concerned only with the factor incomes 

generated within the geographical boundaries of the country. So, for example, the value 

of the output produced by Toyota and Deutsche Telecom in the UK counts towards our 

GDP but some of the profits made by overseas companies with production plants here in 

the UK are sent back to their country of origin – adding to their GNP.  

NPIA is the net balance of interest, profits and dividends (IPD) coming into the UK from 

our assets owned overseas matched against the flow of profits and other income from 

foreign owned assets located within the UK. In recent years there has been an increasing 

flow of direct investment into and out of the UK. Many foreign firms have set up 
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production plants here whilst UK firms have expanded their operations overseas and 

become multinational organisations.  

 

 

GNP = GDP + Net property income from abroad (NPIA) 

The figure for net property income for the UK is strongly positive meaning that our GNP 

is substantially above the figure for GDP in a normal year. For other countries who have 

been net recipients of overseas investment (a good example is Ireland) their GDP is 

higher than their GNP. 

3.7.3 Measuring Real National Income 

When we want to measure growth in the economy we have to adjust for the effects of 

inflation.   

Real GDP measures the volume of output produced within the economy. An increase in 

real output means that AD has risen faster than the rate of inflation and therefore the 

economy is experiencing positive growth.  

Income per capita 

Income per capita is a basic way of measuring the average standard of living for the 

inhabitants of a country. The table below is taken from the latest edition of the OECD 
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World Factbook and measures income per head in a common currency for the year 2005, 

the data is adjusted for the effects of variations in living costs between countries. 

 

  GDP per capita $s   GDP per capita $s 

Luxembourg  57 704 EU (established 15 countries) 28 741 

United States  39 732 Germany  28 605 

Norway  38 765 Italy  27 699 

Ireland  35 767 Spain  25 582 

Switzerland  33 678 Korea  20 907 

United Kingdom  31 436 Czech Republic  18 467 

Canada  31 395 Hungary  15 946 

Australia  31 231 Slovak Republic  14 309 

Sweden  30 361 Poland  12 647 

Japan  29 664 Mexico  10 059 

France  29 554 Turkey  7 687 

  

Source: OECD World Economic Factbook, 2006 edition 

 

 

By international standards, the UK is a high-income country although we are not in the 

very top of the league tables for per capita incomes. We do have an income per head that 

is about ten per cent higher than the average for the 15 established EU countries. But we 

are some distance behind countries such as the United States (where productivity is much 

higher). And Ireland‘s super-charged growth over the last twenty years means that she 

has now overtaken us in terms of income-based measures of standards of living. 

 

3.8 FOREIGN TRADE MULTIPLIER 

Critical point to this approach is that the economy is not at full employment.  Argument 

is that adding an additional dollar of spending, then aggregate spending rises more than a 

dollar.  There is a multiple effect of an injection. (Chain of expenditures)  

Keynes Circus – circle of scholars around Keynes  

- Richard Kahn – first person to generate a formal idea of the multiplier in 1931.  But this 

multiplier is an employment multiplier.  He makes the assumption that there is a 

distinction between wage goods and capital-intensive goods industries.  

Keynes produces an income multiplier (1936). 

Closed Economy:  
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 Y
D
 = C

D
 + I

D
 + G

D
  

 C
D
 = cY  function of the level of income, c is marginal propensity to consume  

 C
D
 = f (Y)  

We can state the marginal propensity to consume with calculus:  

 C
D
/Y > 0 and C

D
/Y = c 

c also bears a relation to the savings rate  

 s = (1-c)  

Proportion of income saved = 1 – marginal propensity to consume  

For this example, we say consumption demand C
D
 is endogenous, it is related or varies 

with the performance of the economy.  Likewise, we assume that I
D
 and G

D
 are 

exogenous; they don‘t vary with respect to the performance of the economy. 

 



 110 

 

 

3.8.1 Simple Keynesian Model 

Key Assumptions:  

1)      Unemployment exists 

2)      Because unemployment is present, the multiplier is operative  

3)      Interest rates are of negligible importance (non-monetary model)  

Note:  

- The financial sector is not present in this model 

- This is a great model for emphasizing aggregate demand 

- This model gained support because interest rates were low, less than ½% in waning 

years of the great depression.  

We are going to look at a closed economy:  

 Y
D
 = C

D
 + I

D
 + G

D
  

 C
D
 = a + bY  

a is the fixed amount spent regardless of income level an ―autonomous component‖ 

b is the proportion of income an ―endogenous component‖, in other words, this is the 

marginal propensity to consumer 
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What stops the process (the mechanism of the multiplier)?  Eventually the economy will 

reach some sort of full employment threshold.  

Modification 1: Open Economy Model    

Y
D
 = C

D
 + I

D
 + G

D
 + (X

D
 + M

D
)  Net Exports or Current Account  

 C
D
 = a = bY  

I
D
 = I  

G
D
= G  

X
D
 = X  

MD = mO + m1Y  

MO is the autonomous component 

M1 is the marginal propensity to export  
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Two stories for import goods:  

1)      They can be considered luxury goods 

2)   More likely, they can be seen as intermediate goods in the production process 

 

One could argue that this model supports deficit spending on the part of the government.  

This is the same sort of idea that was proposed by the Clinton administration when they 

proposed that running a surplus and paying down the national debt would lower interest 

rates.  For a long time the notion of addition government spending was thought of as 

crowding out.  The same sort of argument is still made frequently today. 
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Here we see that anything proportional to income adds a denominator to the multiplier.  

This is not the model Keynes had in mind.  It leaves out the financial sector and interest 

rates.  

Simple Keynesian Model  

1. Spend more, employ more  

2. Run government deficits at less than full employment t boost employment  

3. Run foreign trade surpluses  

4. Raise the propensity to consume  

How do we alter propensity to consume?  

- Social safety net 

- wealth effect 

 

Classical Economists would argue that this lowers savings and capital stock growth  

- growth in their mind is promoted by a less equal distribution of income  

Activity 3  

 

1. Give a detailed overview to measures of national income and output. 

2. Discuss the relevance of national income in social and economic welfare. 

3. What are various methods to measure national income? 

4. Write short notes on the following: 

 

 The income approach  

 The output approach  

 The expenditure approach  

 Foreign trade multiplier 

 

3.9 SUMMARY 
 

The unit discusses measures of national income. After a brief introduction it explained 

the overview to the topic. The output approach has been discussed as it focuses on 

finding the total output of a nation by directly finding the total value of all goods and 

services a nation produces. The income approach described as it focuses on finding the 
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total output of a nation by finding the total income received by the factors of production 

owned by that nation. Similarly the expenditure approach is explained as it is basically a 

socialist output accounting method. It focuses on finding the total output of a nation by 

finding the total amount of money spent. National income and its relevance in social and 

economical welfare were discussed in detail and methods of measuring national income 

were revealed with suitable examples. Finally the concept of foreign trade multiplier was 

dealt. 

 

3.10 FURTHER READINGS 
 

 Dunn, R.M. and J.H. Mutti (2000) international economics, Rutledge. London. 

 Australian Bureau of Statistics, Concepts, Sources and Methods, Chap. 4, 

"Economic concepts and the national accounts", "Production", "The production 

boundary". Retrieved November 2009. 

 William Petty (1665), Gregory King (1688); and, in France, Boisguillebert and 

Vauban. Australia's National Accounts: Concepts, Sources and Methods 

 Australian Council of Trade Unions, APHEDA, Glossary, accessed November 

2009. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

http://www.abs.gov.au/Ausstats/abs@.nsf/66f306f503e529a5ca25697e0017661f/6508C000A7DE4A02CA2569A400061617?opendocument
http://www.apheda.org.au/campaigns/burma_schools_kit/resources/1074040257_16812.html
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BLOCK 3 THE THEORY OF REGIONAL BLOCS 
 

In this unit we threw light on world trade and financial institution around the world. 

  

Unit 1 is about the economic cooperation and regional blocs. Rationale behind OECD 

will be explained in first section followed by history of OECD; objectives and activities 

of OECD and criticism of OECD. The trading blocs and multilateralism theory of WTO 

will be dealt in the next section. South Asian Association for Regional Cooperation 

(SAARC); ASEAN and the rise and fall of the gold standard will be discussed in detail in 

later sections.  The reform of the international monetary system and the theory of short 

term capital movements and Asian crisis will be discussed in the final sections. 

 

Unit 2 focuses on world trade and financial institutions. World Trade Organisation; 

United Nations Conference on Trade and Development (UNCTAD); International 

Monetary Fund; World Bank; Asian Development Bank are some of  the important 

financial institutions that will be dealt in this unit. Contribution of WTO in Indian 

development and overview of India from the point of view of the World Bank will be 

discussed in last. 
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UNIT 1 

INTRODUCTION TO ECONOMIC COOPERATION AND 

REGIONAL BLOCS 

Objectives 

After completing this unit, you should be able to: 

 Understand the constitution and history of OECD and its functioning 

 Become aware of the concept of trading blocs 

 Know the multilateral theory of WTO 

 Describe The composition of SAARC and its functioning 

 Appreciate and criticize the ASEAN 

 Explain the rise and fall of the gold standard 

 Reveal the reform of the international monetary system 

 Know the theory of short term capital movement and east Asian crisis 

Structure 

1.1 Introduction  

1.2 History of OECD 

1.3 Objectives and activities of OECD 

1.4 Criticism of OECD 

1.5 The trading blocs  

1.6 Multilateralism theory of WTO 

1.7 South Asian Association for Regional Cooperation (SAARC) 

1.8 ASEAN 

1.9 The rise and fall of the gold standard 

1.10 The reform of the international monetary system 

1.11 Theory of short term capital movements and Asian crisis 

1.12 Summary 

1.13 Further readings 

 

1.1 INTRODUCTION 

The Organisation for Economic Co-operation and Development (OECD, in French: 

Organisation de coopération et de développement économiques, OCDE) is a Paris-based 

international economic organisation of 30 countries. Most OECD members are high-

income economies with a high Human Development Index (HDI) and are regarded as 

developed countries. 

It originated in 1948 as the Organisation for European Economic Co-operation 

(OEEC), led by Robert Marjolin of France, to help administer the Marshall Plan for the 

http://en.wikipedia.org/wiki/French_language
http://en.wikipedia.org/wiki/Paris
http://en.wikipedia.org/wiki/International_organization
http://en.wikipedia.org/wiki/High_income_economy
http://en.wikipedia.org/wiki/High_income_economy
http://en.wikipedia.org/wiki/Human_Development_Index
http://en.wikipedia.org/wiki/Developed_countries
http://en.wikipedia.org/wiki/Robert_Marjolin
http://en.wikipedia.org/wiki/Marshall_Plan
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reconstruction of Europe after World War II. Later, its membership was extended to non-

European states. In 1961, it was reformed into the Organisation for Economic Co-

operation and Development by the Convention on the Organisation for Economic Co-

operation and Development. 

The OECD's headquarters are at the Château de la Muette in Paris, France. 

1.2 HISTORY OF OECD 

1.2.1 Organisation for European Economic Co-operation 

The Organisation for European Economic Co-operation (OEEC), was formed in 1948 to 

administer American and Canadian aid in the framework of the Marshall Plan for the 

reconstruction of Europe after World War II. It started its operations on 16 April 1948. 

Since 1949, it was headquartered in the Chateau de la Muette in Paris, France. After the 

Marshall Plan's ending, the OEEC focused on economic questions.  

In the 1950s the OEEC provided the framework for negotiations aimed at determining 

conditions for setting up a European Free Trade Area, to bring the European Economic 

Community of the six and the other OEEC members together on a multilateral basis. In 

1958, a European Nuclear Energy Agency was set up under the OEEC. 

1.2.2 Foundation of the OECD 

Following the 1957 Rome Treaties to launch the European Economic Community, the 

Convention on the Organisation for Economic Co-operation and Development was drawn 

up to reform the OEEC. The Convention was signed in December 1960 and the OECD 

officially superseded the OEEC in September 1961. It consisted of the European founder 

countries of the OEEC plus the United States and Canada, with Japan joining three years 

later. During the next 12 years Finland, Australia, and New Zealand also joined the 

organisation. Yugoslavia had observer status in the organisation starting the 

establishment of the OECD until its dissolution.  

More than just increasing its internal structure, OECD progressively created agencies: the 

Development Centre (1961), International Energy Agency (IEA, 1974), and Financial 

Action Task Force on Money Laundering. 

1.2.3 Enlargement to Central and Eastern Europe 

In 1989, after the political changes in Central and Eastern Europe, the OECD started to 

assist these countries to prepare market economy reforms. In 1990, the Centre for Co-

operation with European Economies in Transition (now succeeded by the Centre for 

Cooperation with Non-Members) was established, and in 1991, the Programme "Partners 

in Transition" was launched for the cooperation with Czechoslovakia, Hungary and 

Poland. This programme also included a membership option for these countries . As a 

http://en.wikipedia.org/wiki/Europe
http://en.wikipedia.org/wiki/World_War_II
http://en.wikipedia.org/wiki/Convention_on_the_Organisation_for_Economic_Co-operation_and_Development
http://en.wikipedia.org/wiki/Convention_on_the_Organisation_for_Economic_Co-operation_and_Development
http://en.wikipedia.org/wiki/Ch%C3%A2teau_de_la_Muette
http://en.wikipedia.org/wiki/Paris
http://en.wikipedia.org/wiki/France
http://en.wikipedia.org/wiki/Marshall_Plan
http://en.wikipedia.org/wiki/Europe
http://en.wikipedia.org/wiki/World_War_II
http://en.wikipedia.org/wiki/European_Free_Trade_Area
http://en.wikipedia.org/wiki/European_Economic_Community
http://en.wikipedia.org/wiki/European_Economic_Community
http://en.wikipedia.org/wiki/Nuclear_Energy_Agency
http://en.wikipedia.org/wiki/Treaties_of_Rome
http://en.wikipedia.org/wiki/European_Economic_Community
http://en.wikipedia.org/wiki/Convention_on_the_Organisation_for_Economic_Co-operation_and_Development
http://en.wikipedia.org/wiki/Yugoslavia
http://en.wikipedia.org/wiki/International_Energy_Agency
http://en.wikipedia.org/wiki/Financial_Action_Task_Force_on_Money_Laundering
http://en.wikipedia.org/wiki/Financial_Action_Task_Force_on_Money_Laundering
http://en.wikipedia.org/wiki/Czechoslovakia
http://en.wikipedia.org/wiki/Hungary
http://en.wikipedia.org/wiki/Poland
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result of this, in 1994–2000 Poland, Hungary, Czech Republic and Slovakia as well as 

Mexico and the Republic of Korea became members of the organisation. 

1.2.4 Reform and further enlargement 

In 2003, the OECD established a working group headed by Japan's Ambassador to the 

OECD Seiichiro Noboru to work out a strategy for the enlargement and co-operation with 

non-members. The working group proposed that the selection of candidate countries to be 

based on four criteria: "like-mindedness", "significant player", "mutual benefit" and 

"global considerations". The working group's recommendations were presented at the 

OECD Ministerial Council Meeting on 13 and 14 May 2004. Based on these 

recommendations work, the meeting adopted an agreement on operationalisation of the 

proposed guidelines and on the drafting of a list of countries suitable as potential 

candidates for membership. As a result of this work, on 16 May 2007, the OECD 

Ministerial Council decided to open accession discussions with Chile, Estonia, Israel, the 

Russian Federation and Slovenia and to strengthen co-operation with Brazil, China, India, 

Indonesia and South Africa through a process of enhanced engagement.  

1.3 OBJECTIVES AND ACTIVITIES OF OECD 
 

One of a number of posters created by the Economic Cooperation Administration to 

promote the Marshall Plan in Europe 

1.3.1 Aim 

The OECD defines itself as a forum of countries committed to democracy and the market 

economy, providing a setting to compare policy experiences, seek answers to common 

problems, identify good practices, and co-ordinate domestic and international policies.
[6]

 

Its mandate covers economic, environmental, and social issues. It acts by peer pressure to 

improve policy and implement "soft law"—non-binding instruments that can 

occasionally lead to binding treaties. In this work, the OECD cooperates with with 

businesses, trade unions and other representatives of civil society. Collaboration at the 

OECD regarding taxation, for example, has fostered the growth of a global web of 

bilateral tax treaties. 

The OECD promotes policies designed: 

 to achieve the highest sustainable economic growth and employment and a rising 

standard of living in Member countries, while maintaining financial stability, and 

thus to contribute to the development of the world economy; 

 to contribute to sound economic expansion in Member as well as nonmember 

countries in the process of economic development; and 

 To contribute to the expansion of world trade on a multilateral, nondiscriminatory 

basis in accordance with international obligations. 

http://en.wikipedia.org/wiki/Chile
http://en.wikipedia.org/wiki/Estonia
http://en.wikipedia.org/wiki/Israel
http://en.wikipedia.org/wiki/Russian_Federation
http://en.wikipedia.org/wiki/Slovenia
http://en.wikipedia.org/wiki/Brazil
http://en.wikipedia.org/wiki/China
http://en.wikipedia.org/wiki/India
http://en.wikipedia.org/wiki/Indonesia
http://en.wikipedia.org/wiki/South_Africa
http://en.wikipedia.org/wiki/Economic_Cooperation_Administration
http://en.wikipedia.org/wiki/Marshall_Plan
http://en.wikipedia.org/wiki/Organisation_for_Economic_Co-operation_and_Development#cite_note-5#cite_note-5
http://en.wikipedia.org/wiki/Soft_law
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1.3.2 International investments and multinational eneterprises 

Between 1995 and 1998, the OECD designed the Multilateral Agreement on Investment, 

which was abandoned because of a widespread criticism from civil society groups and 

developing countries. In 1976, the OECD adopted the Declaration on International 

Investment and Multinational Enterprises, which was rewritten and annexed by the 

OECD Guidelines for Multinational Enterprises in 2000. 

Among other areas, the OECD has taken a role in co-ordinating international action on 

corruption and bribery, creating the OECD Anti-Bribery Convention, which came into 

effect in February 1999. It has been ratified by thirty-eight countries.  

The OECD has also constituted an anti-spam task force, which submitted a detailed 

report, with several quite useful background papers on spam problems in developing 

countries, best practices for ISPs, e-mail marketers, etc., appended. It works on the 

information economy and the future of the Internet economy.  

1.3.3 PISA 

The OECD publishes the Programme for International Student Assessment (PISA) which 

is an assessment that allows for a comparison of educational performances between 

countries. 

1.3.4 Taxation 

The OECD publishes and updates a model tax convention which serves as a template for 

bilateral negotiations regarding tax coordination and cooperation. This model is 

accompanied by a set of commentaries which reflect OECD-level interpretation of the 

content of the model convention provisions. This model generally allocates the primary 

right to tax to the country from which capital investment originates (i.e., the home, or 

resident country) rather than the country in which the investment is made (the host, or 

source country). As a result, it is most effective as between two countries with reciprocal 

investment flows (such as among the OECD member countries), but can be very 

unbalanced when one of the signatory countries is economically weaker than the other 

(such as between OECD and non-OECD pairings). 

Since 1998, the OECD has led a charge against harmful tax practices, principally 

targeting the activities of tax havens (while principally accepting the policies of its 

member countries which would tend to encourage tax competition). These efforts have 

been met with mixed reaction: the primary objection is the sanctity of tax policy as a 

matter of sovereign entitlement. The OECD maintains a 'blacklist' of countries it 

considers uncooperative in the drive for transparency of tax affairs and the effective 

exchange of information, officially called "The List of Uncooperative Tax Havens". In 

May 2009, all remaining countries were removed from the list.  
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On 22 October 2008, at an OECD meeting in Paris, 17 countries led by France and 

Germany decided to draw up a new blacklist of tax havens. The OECD has been asked to 

investigate around 40 new tax havens in the world where undeclared revenue is hidden 

and which host many of the non-regulated hedge funds that have come under fire during 

the 2008 financial crisis. Germany, France and other countries called on the OECD to 

specifically add Switzerland to a blacklist of countries which encourage tax fraud.  

1.4 CRITICISM OF OECD 

The OECD has been criticized by several civil society groups and developing countries. 

The main criticism has been the narrowness of the OECD because of its limited 

membership. In 1997–1998, the draft Multilateral Agreement on Investment was heavily 

criticized by several non-governmental organisations and developing countries. Many 

critics argued that the agreement would threaten protection of human rights, labor and 

environmental standards, and the least developed countries. A particular concern was that 

the MAI would result in a 'race to the bottom' among countries willing to lower their 

labor and environmental standards to attract foreign investment. Also the OECD's actions 

against the harmful tax practices have raised criticism. The primary objection is the 

sanctity of tax policy as a matter of sovereign entitlement. 

1.5 THE TRADING BLOCS 
 

A trade bloc can be defined as a ‗preferential trade agreement‘ (PTA) between a subset 

of countries, designed to significantly reduce or remove trade barriers within member 

countries. When a trade bloc comprises neighbouring or geographically close countries, it 

is referred to as a ‗regional trade (or integration) agreement‘. It is sometimes also referred 

to as a ‗natural‘ trade bloc to underline that the preferential trade is between countries 

that have presumably low transport costs or trade intensively with one another. The two 

principal characteristics of a trade bloc are that: (1) it implies a reduction or elimination 

of barriers to trade, and (2) this trade liberalisation is discriminatory, in the sense that it 

applies only to the member countries of the trade bloc, outside countries being 

discriminated against in their trade relations with trade bloc members. Though few, there 

exist as well regional integration agreements in which co-operation rather than 

preferential market access is emphasised. Trade blocs can also entail deeper forms of 

integration, for instance of international competition, investment, labour and capital 

markets (including movements of factors of production), monetary policy, etc. 

 

The integration of countries into trade blocs is commonly referred to as ‗regionalism‘, 

irrespective of whether the trade bloc has a geographical basis or not. The first waves of 

PTAs appeared in the 1930s leading to a fragmentation of the world into trade blocs. This 

‗old (first) regionalism‘ is also associated with regional initiatives involving developing 

countries in the 1950s and 1960s.1 Based on the objective of import-substitution 

industrialisation, the rationale was that developing countries could reap the benefit from 

economies of scale by opening up their trade preferentially among themselves, hence 

reducing the cost of their individual import-substitution strategy while the trade bloc 

became more self-sufficient. More successful experiences followed with the recent 

http://en.wikipedia.org/wiki/2008_financial_crisis
http://en.wikipedia.org/wiki/Multilateral_Agreement_on_Investment
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proliferation of trade blocs, the so-called ‗new (second) regionalism‘, which involve 

mostly countries from the North with the South (the North-South trade blocs). 

 

The main trade blocs in the world are: (1) in Europe, the European Union (EU), the 

European Free Trade Agreement (EFTA), the European Agreements, and the European 

Economic Area (EEA); (2) with the United States, the North American Free Trade 

Agreement (NAFTA), the Canada-US Free Trade Agreement (CUSTA), and the USIsrael 

Free Trade Agreement; (3) in Latin America, the Common Market of the South 

(MERCOSUR), the Central American Common Market (CACM), the Andean Pact, the 

Latin American Integration Association (LAIA), and the Caribbean Community and 

Common Market (CARICOM); in Sub-Saharan Africa, Communauté Economique 

del‘Afrique Occidentale (CEAO)/Union Economique et Monétaire de l‘Afrique 

Occidentale (UEMOA), Union Douanière et Economique d‘Afrique Centrale (UDEAC), 

the Common Market of Eastern and Southern Africa  COMESA)/Preferential Trade Area 

for Eastern in Asia, the Association of Southeast Nations (ASEAN) and the ASEAN Free 

Trade Area (AFTA), and the Australia-New Zealand Closer Economic Relations Trade  

Agreement (ANZCERTA). While there is a proliferation of PTAs in the world, and 

almost every country in Europe, in Latin America and in Sub-Saharan Africa belongs to 

at least one PTA, not all PTAs are effective at liberalising intra-bloc trade. For instance, 

focusing on the trend in intrabloc trade intensities and shares, it appears that NAFTA, the 

US-Israel FTA, CACM, the Adean Group, MERCOSUR, CEAO/UEMOA and SACU 

can be considered as effective trade blocs (which does not mean that they are  ), whereas 

ASEAN seems to be so far a rather ineffective grouping. 

 

 

1.5.1 Causes of trade bloc formation 
 

Several reasons explain the recent emergence of trade blocs. The so-called ‗old 

regionalism‘ was motivated by the desire to pursue in developing countries 

importsubstitution development at a regional level, to insulate a region from the world 

economy and to stabilise and foster the economy at a regional level. Political and 

economic considerations also played a major role, as in the case of the European Coal 

and Steel Community (ECSC, 1951) and the European Economic Community (EEC, 

1957). The recent emergence of trade blocs (the so-called ‗new regionalism‘) has been 

explained by various factors.3 Recognising the gains from liberalisation, it is often 

argued that concluding a PTA is politically easier than pursuing multilateral trade 

liberalization agreements. It is easier to negotiate with few partners than with a large 

number of participants in the multilateral process as envisaged under the General 

Agreement of Tariffs and Trade (GATT)/World Trade Organization (WTO). Not only 

concessions can be more easily exchanged among a small number of countries, but 

effective enforcement mechanisms can also be agreed upon at a lower cost. The length 

and difficulties encountered during the Uruguay Round of GATT negotiations (1986-

1994) is usually considered to have contributed to increase the attractiveness of the 

regional (i.e. preferential) path to trade liberalisation. PTAs also allow trading partners to 

go deeper and faster in their liberalisation process, addressing modern trade barriers 
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which are more varied, more complex and less transparent than standard tariffs and 

quotas traditionally considered under GATT Rounds. 

 

Preferential integration agreements can also entail elements beyond standard trade policy 

concerns, such as competition, investments, labour and capital market considerations. In 

other words, the fewer the number of participants to trade negotiations, the larger will be 

the number of issues on which it is possible to reach an agreement. Another claimed 

advantage of PTAs is that they may help ensuring the credibility of the reform process 

undertaken by one or several members of the trade bloc. Indeed, trade blocs often involve 

(small) reform-minded countries willing to bind their commitments to (often unilateral) 

liberalisation process by entering a PTA with larger entities. More generally, PTAs can 

serve as commitment, signalling and insurance mechanisms in the policy determination 

of its members, hence contributing to reducing uncertainty and increasing credibility 

about political and economic developments. Trade blocs may exert other types of 

‗pressures for inclusion‘. The gravity model suggests that countries geographically close 

trade more than distant countries. Namely, the gravity equation predicts, among other 

things, that the volume of trade between two countries is negatively related to the 

economic distance (i.e. geographic distance, taking into account transport costs and trade 

barriers) between them. As neighbouring countries tend to be ‗natural trading partners‘, 

they are more likely to form a trade bloc. Moreover, as trade bloc formation diverts trade 

at the expense of non-member countries, the deepening of an existing bloc or the creation 

of a new one may cause excluded trading partners to join the PTA in order to reduce the 

costs of being ―left out‖: the so-called ‗domino effect‘ of regionalism. Finally, trade blocs 

may serve to pursue non-economic objectives, or objectives beyond the immediate 

economic concerns of a PTA, such as political stability, democratic development or 

security issues (either domestic security, or as a response to third-country security threats, 

or security threats between partner countries).6 

 

1.5.2 The effects of trade blocs 
 

Discriminatory trade policy is the defining characteristic of a trade bloc. The different 

types of trade blocs (or PTAs) can be broadly distinguished in three categories: (1) a free 

trade agreement (FTA) where trade barriers among member countries are removed, but 

where each member remains responsible for the determination of its trade policy vis-à-vis 

non-member countries; (2) a customs union (CU), with liberalised intra-bloc trade, as 

well as the adoption of a external tariff structure and trade barriers towards outsiders 

common to all members of the CU; and (3) a common market, which entails a CU with 

deeper integration between its members (such as free movements of goods, services and 

factors of production, common economic policies, etc.). Most of the analyses on the 

effects of trade blocs focus on FTAs and/or CUs. The effects of a PTA are of two types: 

 

the trade effects and the welfare effects. The trade effects comprise the impact of a PTA 

on the volume and quantity of trade, on the terms of trade (i.e. prices) and on the level of 

protection (generally tariffs) for PTA members and excluded countries. In analysing the 

welfare effects of a PTA, it is important to distinguish between the impact of trade bloc 



 125 

(formation and expansion) on the welfare of (1) each of its member, (2) the trade bloc as 

a whole and (3) the countries excluded from the trade bloc. 

 

A standard result of international trade theory is that, in a competitive environment and in 

the absence of market distortions and externalities, free trade will maximise global 

welfare. Removing trade barriers between a subset of countries could therefore appear 

tobe, a priori, a move in the right direction. Yet, the ‗theory of second best‘ points out 

that removing a distortion while others remain in place may not increase welfare. Trade 

blocs are examples of second best since a distortion is removed, i.e. trade barriers 

between member countries, while another distortion is created in the form of a 

discrimination between members and non-members (the latter facing trade barriers from 

the PTA), as well as other market  imperfections. Hence, the welfare implications of a 

trade bloc are ambiguous as they depend on many factors. The demonstration of the 

theory of second best situation entailed by a PTA was derived from the seminal work of 

Jacob Viner (1950), which shows that while liberalising trade between a group of 

countries can lead to ‗trade creation‘ between members (which should increase welfare), 

it can also reduce trade between the CU and its trading partners. This ‗trade diversion‘ 

can potentially reduce welfare for all as a member switches from a relatively efficient, 

low cost producer outside the CU to less efficient, higher cost 

 

producer within the CU, leading to a global misallocation of resources.8 Most of the 

debate on the static impacts of trade blocs on the global economy rests on the theoretical 

and empirical evaluations of whether a PTA is more trade-creating or trade-diverting. 

Another important element in assessing the trade impact of a PTA are the price, or ‗terms 

of trade‘, effects of a trade bloc.  

 

Again, as intra-bloc trade is liberalised while extra-bloc trade is not, PTA members buy 

more from each other (trade creation) and less from third countries. If the PTA is not 

economically small, world prices will be affected as the demand for (and thus the price 

of) non-member exports decreases, creating a positive terms of trade effect for PTA 

members and a likely deterioration of the terms of trade for third countries. Hence, trade 

blocs allow member countries to exploit their joint market power over their terms of 

trade. 

 

This capacity to influence its terms of trade is an important element in the analysis of the 

trade policy determination and welfare effects of a PTA. Due to their increased market 

power, the members of a trade bloc can extract rents from the excluded trading partners 

by setting ‗optimal tariffs‘ and behaving in a co-coordinated strategic way Such 

considerations also led to some predictions with regards the dynamics of trade blocs. In 

particular, it is expected that, if countries are symmetric, trade diversion and optimal 

tariffs increase as the world integrates in a smaller number of expanding trading blocs.  

Although the level of optimal tariffs with expanding trade blocs depends on the  factor 

endowments (i.e. comparative advantages) of the member countries, the welfare losses 

associated to trade bloc formation and expansions seem to be due more to trade diversion 

than to potential increases in optimal tariffs.  
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Ultimately, the optimal number of trade blocs in the world depends on the one hand on 

the potential positive welfare effects resulting from trade creation, and on the other hand 

on the potential negative welfare impacts result from trade diversion and adverse changes 

in the terms of trade. Besides, a larger market resulting from the creation and extension of 

trade blocs does not only increase the market power of its members, but it also provides 

opportunities for greater productivity efficiency for industries facing economies of scale 

and increased competition within the PTA market.  

 

This in turn may contribute to reduce distortions within the trade bloc. In this respect, it is 

worth noting that small countries could benefit more from joining a PTA than larger 

countries, in particular if the trade bloc is initially formed by large members, as small 

countries will derive relatively larger economic advantages from gaining access to the 

potentially large market of the bloc. 

 

Since trade blocs are more likely to have a positive impact on welfare if they are more 

trade-creating and less trade-diverting, it is sometimes argued that welfare improving 

PTAs are likely to be those which (1) are large (stimulating intra-bloc trade), (2) involve 

countries at similar stages of development (generating intra-industry trade), and (3) have 

a regional basis (since geographic proximity favours trade).  

 

Yet, the main lesson from the new theory of regionalism is that there are no strict rules 

and generalizations are dangerous, as the impacts on trade and welfare of PTAs crucially 

depends on the model adopted. For instance, although the notion of ‗natural trade blocs‘ 

(based on lower transport costs associated to regional trade) is common, it is doubtful that 

transport costs considerations provide a justification (over other types of costs) for the 

desirability or superiority of regional trade blocs over non-regional blocs. The fact that 

countries geographically close trade more together, as suggested by the gravity model, 

does not imply that their welfare will improve by forming a trade bloc, nor that trade 

barriers with distant trading partners is desirable. 

 

Finally, while most analyses on trade blocs either consider PTAs in general, or associate 

trade blocs with CUs, the distinction between the forms taken by the PTA, namely a FTA 

or a CU, is crucial to determine the trade and welfare impacts of a grouping of countries. 

Focusing on the rules of origin requirements in a FTA, it is tempting to conclude that 

CUs are superior to FTAs as the former generate less trade diversion. However, when 

considering the strategic interaction between members and non-members and their 

potential market power, FTAs could be considered as more desirable on welfare grounds 

than CUs. 

 

1.5.3 Regionalism versus Multilateralism 
 

The ambiguity on the static impacts of trade blocs led to the current debate on whether 

the new wave of regionalism pauses a threat to the multilateral liberalisation process 

(because of the discriminatory nature of PTAs) or on the contrary is compatible with and 

even  complementary to further global trade liberalisation (as a stepping stone towards 

free trade). In other words, are PTAs ‗stumbling blocks‘ or ‗building blocks‘ towards a 
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more liberal multilateral trade system? The answer rests on the analysis of the dynamic 

time-path effects of trade blocs, and not simply on the (static) immediate impact of a 

PTA. 

  

The proponents of the regionalism path towards multilateral liberalisation emphasise the 

benefits of trade creation over the problems associated with trade diversion. They argue 

that PTAs support the integration of groups of countries into the international economy as 

they highlight the benefits from freer trade. As such, regionalism helps creating a 

momentum for global trade liberalisation initiated by intra-bloc liberalisation. This 

internal dynamic of trade liberalisation, and more generally economic reforms, is 

particularly important in developing countries where regional commitments can facilitate 

the integration of these economies into an increasingly sophisticated multilateral trading 

system. 

 

Yet, another school of thought expresses serious concerns about the compatibility of 

trade blocs with the pursuit of multilateral liberalisation. First, because of their 

discriminatory nature, PTAs generate trade diversion, which not only negatively affects 

excluded countries, but could also antagonise them, rendering multinational negotiations 

more difficult. Moreover, if (intra-) trade liberalisation generates ‗sunk costs‘ (for 

instance associated with the setting of a distribution network), or creates ‗hysterics‘ in 

trade, the trade structure of a country joining a PTA can be altered in the long run. This 

can delay or prevent further adjustments of trade patterns in the case of global 

liberalisation, and consequently reduce the incentive of PTA members to pursue the 

multilateral path to trade liberalisation. Besides, regionalism may divert the attention of 

countries away from the multilateral system, as the former becomes an alternative to the 

latter. 

 

Recently, more insight has been gained on the dynamic effects of PTAs from the political 

economy approach which emphasises the role of interest groups lobbying in the 

determination of trade policy. The ‗endogenous trade bloc‘ theory suggests that the 

answer to whether trade blocs help or hamper multilateral efforts and trade liberalisation 

rests on the institutional characteristics of a PTA and the incentives for specific interests  

to influence the policy process.  

 

The latter depend in turn on the gains and losses incurred by lobby groups and the ability 

to co-ordinate their efforts. For instance, if the main agents within a trade bloc obtain 

disproportionately large gains from preferential integration over multilateral 

liberalisation, then regionalism will undermine the multilateral system.19 This is more 

likely to be the case as a PTA is trade diverting Moreover, excluded countries which 

experience a decrease in their exports because of the trade diverting effect of a PTA can 

be tempted to resort to protectionism as the relative size of their (lobbying) import-

competing sector increases, reducing the chances for multilateral liberalisation (generally 

supported by the export sector). On the other hand, an FTA can help provide 

compensations to the losers from the removal of trade barriers within the FTA by 

reducing or maintaining external protection selectively, hence diluting domestic 

protectionist pressures.  
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In that sense, an FTA could be complementary to multilateralism. Finally, trade blocs can 

contribute to internalise global externalities and foster the adoption of co-ordination 

mechanisms among countries that may facilitate the multilateral process toward global 

trade liberalisation. Hence, trade blocs can also be regarded as an endogenous response to 

the multilateral system, with the view to complement multilateral liberalisation and 

address economic, political and institutional concerns beyond the scope of the 

multilateral trade system. 

 

Further in the mid 1990´s that the process of formalisation of the NAFTA brought about 

new experiences of negotiation and interaction among Canada, the United States and 

Mexico. This situation could be explained by Andrew Moravcsik´s approach of 

Intergovernmental Institutionalism and Modified Structural Realism. This approach 

stresses the central importance of power and interest and is based on three principles: 

intergovernmental, lowest-common denominator bargaining, and strict limits on future 

transfers of sovereignty. Although this approach was originally dedicated to the EU, it 

fits what has been happening in North America during its regional existence. NAFTA is 

based on the interstate network of negotiations between its three members. And above all, 

even when societal interests are transnational, the principal form of their political 

expression remains national.  

 

The hegemony of the United States exerts pressure on the other two smaller states, thus, 

bargaining tends to converge toward the minimum common denominator of the largest 

state interests that is to say, those of the United States. In fact, there is always a threat of 

exclusion of small states from the benefits of the Regional Integration Agreement. 

Finally, the protection of sovereignty is the most controversial matter in North America, 

since the case in the EU is related to the decision to join a regime that involves some 

sacrifice of national sovereignty in exchange for certain advantages. Now, how can we 

build a comparative perspective between EU regional integration theory and NAFTA? It 

is not quite clear even today how the three very different and asymmetrical North 

American countries could converge, if we agree that the 1989 Canada-United States Free 

Trade Agreement (CUFTA) was already in force.  

 

Therefore, we could argue that it was not necessary to upgrade the regional relationship 

with their southern neighbor. As a matter of fact, Mexico identified more with 

Latin/South America and it did not have a ―North American‖ identity. Furthermore, 

during the Cold War years Mexico was also seen primarily as part of the U.S. national 

security strategy rather than an economic regional partner. Therefore, neither 

International Theory nor theories of regional integration were used to analyze the history 

of the relations between the three countries: Canada, Mexico and the United States, as a 

―region‖. Nevertheless, in the 1990‘s this North American ―region‖ emerged with the 

negotiation and implementation of the North American Free Trade Agreement in 1994. 

The NAFTA had no precedent. There were no similar examples that could be compared 

with such asymmetrical partners involved in a process of regional integration. 
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In view of the original experience of the NAFTA and despite the fact that its current 

bibliography has proliferated5 to analyze this novel case of regional integration in North 

America, in particular looking at Mexico-U.S. integration, its understanding continues to 

be under-theorized. In other words, attempts have been made to reconstruct its history 

and its impact on the three NAFTA members, however specific analysis on how relevant 

the case is for current theories of International Relations (IR), theories of regional 

integration and theories of regionalism, continues at the very beginning of its 

development. Even more, NAFTA is still characterized as the continuation of the CUFTA 

or the beginning of the Free Trade Agreement of the Americas (FTAA) encompassing 

Latin and Central America, the United States and Canada, following President Bush‘s 

announcement of this Enterprise Initiative for the Americas in 1990. 
 

1.6 MULTILATERALISM THROUGH THE WTO  
 

Some GMS economies are pursing multilateralism directly and independently through 

WTO membership while others seek to join. Myanmar and Thailand have been members 

for some time, and Cambodia joined WTO in September 2003. The other GMS 

economies, Lao PDR and Viet Nam, are aggressively seeking membership. 

In previous sections, we have argued that both sub regionalism and regionalism can be 

consistent with the pursuit of multilateralism. More than that, and depending on the way 

in which countries go about it, both sub regionalism and regionalism can actually 

contribute to multilateralism. If this is the case, what additional benefits, if any, will there 

be for members of sub regional or regional cooperation arrangements in pursuing WTO 

membership? 

 

WTO membership now will have less impact on Lao PDR and Viet Nam than it might 

have had prior to AFTA. Lao PDR conducts most of its trade with other ASEAN 

countries, so it already receives most favored nation (MFN) and national treatment (NT) 

status in these countries as a result of AFTA membership, which is what WTO 

membership, would have conferred. Lao PDR also already receives preferential treatment 

from many non-ASEAN trading partners, particularly the European Union. WTO 

membership will not affect that. With the recent granting of normal trade relation (NTR) 

status with the United States (US), Lao PDR is no longer the only Asian country to face 

punitive tariffs on its exports to that country. In short, many of the benefits that WTO 

membership would have delivered have already been realized through membership in 

AFTA. 

 

Viet Nam has a comprehensive and wide-ranging bilateral trade agreement with the US 

and recently signed a trade and investment agreement with Japan that solidifies MFN and 

NT status for its trade and investment. The bilateral trade agreement with the US involves 

various commitments that will not only complement its push for WTO membership but 

will also fast track many of the benefits of that membership. In other words, the reform 

measures that Viet Nam is now implementing for the US bilateral agreement and the 

benefits that accrue from these measures plus the concessions that the US provides will 

lessen the net impact of WTO accession. 
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These are good things; they reaffirm the complementarities between regionalism and 

multilateralism. Perhaps the best illustration of this point is a comparison with the PRC‘s 

accession to WTO. The benefits are expected to be substantial, mainly because the PRC 

has long remained relatively closed and isolated from the global community, but unlike 

the PRC, years of liberalization and opening up associated with participation in 

subregional and regional initiatives means that a significant portion of the benefits have 

already accrued to countries like Lao PDR and Viet Nam. Thus, although WTO 

membership will unambiguously deliver net benefits to these countries, the benefits at 

this stage will be largely incremental. 

 

Considering this, the most significant benefit to Lao PDR and to Viet Nam from WTO 

membership may well be a demonstration effect. WTO membership will signal to the rest 

of the trading world that these countries were able to meet a demanding set of 

international trade and investment rules and guidelines. The returns from strong 

demonstration effects should not be underestimated because they can have a significant 

impact on forging new trading relationships and attracting FDI 

 
1.7 SOUTH ASIAN ASSOCIATION FOR REGIONAL 

COOPERATION (SAARC) 
 

The South Asian Association for Regional Cooperation (SAARC) is an economic and 

political organization of eight countries in Southern Asia. In terms of population, its 

sphere of influence is the largest of any regional organization: almost 1.5 billion people, 

the combined population of its member states.[citation needed] It was established on 

December 8, 1985 by Bangladesh, Bhutan, Maldives, Nepal, Pakistan, India and Sri 

Lanka. In April 2007, at the Association's 14th summit, Afghanistan became its eighth 

member 

 

1.7.1 History of SAARC 

 
In the late 1970s, Bangladeshi President Ziaur Rahman proposed the creation of a trade 

bloc consisting of South Asian countries. The idea of regional cooperation in South Asia 

was again mooted in May 1980. The foreign secretaries of the seven countries met for the 

first time in Colombo in April 1981. The Committee of the Whole, which met in 

Colombo in August 1981, identified five broad areas for regional cooperation. New areas 

of cooperation were added in the following years.  

 

The objectives of the Association as defined in the Charter are:  

 

 to promote the welfare of the people of South Asia and to improve their quality of 

life; 

 to accelerate economic growth, social progress and cultural development in the 

region and to provide all individuals the opportunity to live in dignity and to 

realize their full potential; 
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 to promote and strengthen collective self-reliance among the countries of South 

Asia; 

 to contribute to mutual trust, understanding and appreciation of one another's 

problems; 

 to promote active collaboration and mutual assistance in the economic, social, 

cultural, technical and scientific fields; 

 to strengthen cooperation with other developing countries; 

 to strengthen cooperation among themselves in international forums on matters of 

common interest; and 

 to cooperate with international and regional organisations with similar aims and 

purposes. 

 

The Declaration on South Asian Regional Cooperation was adopted by the Foreign 

Ministers in 1983 in New Delhi. During the meeting, the Ministers also launched the 

Integrated Programme of Action (IPA) in nine agreed areas, namely, Agriculture; Rural 

Development; Telecommunications; Meteorology; Health and Population Activities; 

Transport; Postal Services; Science and Technology; and Sports, Arts and Culture. The 

South Asian Association for Regional Cooperation (SAARC) was established when its 

Charter was formally adopted on 8 December 1985 by the Heads of State or Government 

of Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan and Sri Lanka.  

 

Afghanistan was added to the regional grouping at the behest of India on 13 November 

2005 and became a member on 3 April 2007. With the addition of Afghanistan, the total 

number of member states were raised to eight (8). In April 2006, the United States of 

America and South Korea made formal requests to be granted observer status. The 

European Union has also indicated interest in being given observer status, and made a 

formal request for the same to the SAARC Council of Ministers meeting in July 2006. On 

2 August 2006 the foreign ministers of the SAARC countries agreed in principle to grant 

observer status to the US, South Korea and the European Union. On 4 March 2007, Iran 

requested observer status.  

 

1.7.2 Secretariat 

 
The SAARC Secretariat was established in Kathmandu on 16 January 1987 and was 

inaugurated by Late King Birendra Bir Bikram Shah of Nepal. 

 

It is headed by a Secretary General appointed by the Council of Ministers from Member 

Countries in alphabetical order for a three-year term. He is assisted by the Professional 

and the General Services Staff, and also an appropriate number of functional units called 

Divisions assigned to Directors on deputation from Member States. The Secretariat 

coordinates and monitors implementation of activities, prepares for and services 

meetings, and serves as a channel of communication between the Association and its 

Member States as well as other regional organizations.  

 

The Memorandum of Understanding on the establishment of the Secretariat which was 

signed by Foreign Ministers of member countries on 17 November 1986 at Bangalore, 
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India contains various clauses concerning the role, structure and administration of the 

SAARC Secretariat as well as the powers of the Secretary-General. 

In several recent meetings the heads of state or government of member states of SAARC 

have taken some important decisions and bold initiatives to strengthen the organisation 

and to widen and deepen regional co-operation. 

 

The SAARC Secretariat and Member States observe 8 December as the SAARC Charter 

Day1. 

 

1.7.3 Criticism 
 

Not enough is being done to for rapid economic integration of the region. Apart from the 

fact that the recently approved south asian university and the creation of new rail lines 

linking the region, people to people contacts and connectivity of region needs to be 

strengthened. 

 

1.7.4 Political issues 
 

SAARC has intentionally laid more stress on "core issues" mentioned above rather than 

more decisive political issues like the Kashmir dispute and the Sri Lankan civil war. 

However, political dialogue is often conducted on the margins of SAARC meetings. 

SAARC has also refrained itself from interfering in the internal matters of its member 

states. During the 12th and 13th SAARC summits, extreme emphasis was laid upon 

greater cooperation between the SAARC members to fight terrorism. 

 

1.7.5 Free trade agreement 
 

Over the years, the SAARC members have expressed their unwillingness on signing a 

free trade agreement. Though India has several trade pacts with Maldives, Nepal, Bhutan 

and Sri Lanka, similar trade agreements with Pakistan and Bangladesh have been stalled 

due to political and economic concerns on both sides. India has been constructing a 

barrier across its borders with Bangladesh and Pakistan. In 1993, SAARC countries 

signed an agreement to gradually lower tariffs within the region, in Dhaka. Eleven years 

later, at the 12th SAARC Summit at Islamabad, SAARC countries devised the South 

Asia Free Trade Agreement which created a framework for the establishment of a free 

trade area covering 1.4 billion people. This agreement went into force on January 1, 

2006. Under this agreement, SAARC members will bring their duties down to 20 per cent 

by 2007. 

 

1.7.6 Dhaka 2005 Summit 
 

The summit accorded observer status to People's Republic of China, Japan, South Korea 

and United States of America. The nations also agreed to organize development funds 

under a single financial institution with a permanent secretariat, that would cover all 

SAARC programs and also ranging from social, to infrastructure, to economic ones 
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1.7.7 SAARC Preferential Trading Arrangement 
 

The Agreement on SAARC Preferential Trading Arrangement (SAPTA) was signed on 

11 April 1993 and entered into force on 7 December 1995, with the desire of the Member 

States of SAARC (India, Pakistan, Nepal, Sri Lanka, Bangladesh, Bhutan and the 

Maldives) to promote and sustain mutual trade and economic cooperation within the 

SAARC region through the exchange of concessions. 

The establishment of an Inter-Governmental Group (IGG) to formulate an agreement to 

establish a SAPTA by 1997 was approved in the Sixth Summit of SAARC held in 

Colombo in December 1991. 

 

The basic principles underlying SAPTA are: 

 

 overall reciprocity and mutuality of advantages so as to benefit equitably all 

Contracting States, taking into account their respective level of economic and 

industrial development, the pattern of their external trade, and trade and tariff 

policies and systems; 

 Negotiation of tariff reform step by step, improved and extended in successive 

stages through periodic reviews; 

 recognition of the special needs of the Least Developed Contracting States and 

agreement on concrete preferential measures in their favour; 

 Inclusion of all products, manufactures and commodities in their raw, semi-

processed and processed forms started. 

 

So far, four rounds of trade negotiations have been concluded under SAPTA covering 

over 5000 commodities 

 

1.7.8 South Asian Free Trade Area 
 

The Agreement on the South Asian Free Trade Area is an agreement reached at the 12th 

SAARC summit at Islamabad, capital of Pakistan on 6 January 2004. It creates a 

framework for the creation of a free trade area covering 1.4 billion people in India, 

Pakistan, Nepal, Sri Lanka, Bangladesh, Bhutan and the Maldives.The seven foreign 

ministers of the region signed a framework agreement on SAFTA with zero customs duty 

on the trade of practically all products in the region by end 2016. The new agreement i.e. 

SAFTA, came into being on 1 January 2006 and will be operational following the 

ratification of the agreement by the seven governments. SAFTA requires the developing 

countries in South Asia, that is, India, Pakistan and Sri Lanka, to bring their duties down 

to 20 percent in the first phase of the two year period ending in 2007. In the final five 

year phase ending 2012, the 20 percent duty will be reduced to zero in a series of annual 

cuts. The least developed nations in South Asia consisting of Nepal, Bhutan, Bangladesh 

and Maldives have an additional three years to reduce tariffs to zero. India and Pakistan 

have signed but not ratified the treaty. 

 

1.8 ASEAN 
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The Association of Southeast Asian Nations, commonly abbreviated ASEAN  is a geo-

political and economic organisation of 10 countries located in Southeast Asia, which was 

formed on 8 August 1967 by Indonesia, Malaysia, the Philippines, Singapore and 

Thailand. Since then, membership has expanded to include Brunei, Burma (Myanmar), 

Cambodia, Laos, and Vietnam. Its aims include the acceleration of economic growth, 

social progress, cultural development among its members, the protection of the peace and 

stability of the region, and to provide opportunities for member countries to discuss 

differences peacefully. 

 

In 2005, the bloc spanned over an area of 4.46 million km2 with a combined GDP 

(Nominal/PPP) of about USD$896.5 billion/$2,728 billion growing at an average rate of 

around 5.6% per annum. In 2008, its combined GDP had grown to more than USD $1.5 

trillion with a population of approximately 580 million people (8.7% of the world 

population)  

 

1.8.1 The ASEAN way 
 

In the 1960s, the push for decolonization promoted the sovereignty of Indonesia and 

Malaysia among others. Since nation building is often messy and vulnerable to foreign 

intervention, the governing elite wanted to be free to implement independent policies 

with the knowledge that neighbours would refrain from interfering in their domestic 

affairs. Territorially small members such as Singapore and Brunei were consciously 

fearful of force and coercive measures from much bigger neighbours like Indonesia and 

Malaysia. "Through political dialogue and confidence building, no tension has escalated 

into armed confrontation among ASEAN member countries since its establishment more 

than three decades ago". 

 

he ASEAN way can be traced back to the signing of the Treaty of Amity and Cooperation 

in South East Asian. "Fundamental principles adopted from this included: mutual respect 

for the independence, sovereignty, equality, territorial integrity, and national identity of 

all nations; 

 

 The right of every State to lead its national existence free from external 

interference, subversion or coercion; 

 Non-interference in the internal affairs of one another; 

 Settlement of differences or disputes by peaceful manner; 

 Renunciation of the threat or use of force; and 

 Effective cooperation among themselves.  

 

On the surface, the process of consultations and consensus is supposed to be a democratic 

approach to decision making, but the ASEAN process has been managed through close 

interpersonal contacts among the top leaders only, who often share a reluctance to 

institutionalise and legalise co-operation which can undermine their regime's control over 

the conduct of regional co-operation. Thus, the organisation is chaired by the secretariat.  
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All of these features, namely non-interference, informality, minimal institutionalisation, 

consultation and consensus, non-use of force and non-confrontation have constituted  

what is called the ASEAN Way. 

 

Since the late 1990s, many scholars have argued that the principle of non-interference has 

blunted ASEAN efforts in handling the problem of Myanmar, human rights abuses and 

haze pollution in the region. Meanwhile, with the consensus-based approach, every 

member in fact has a veto and decisions are usually reduced to the lowest common 

denominator. There has been a widespread belief that ASEAN members should have a 

less rigid view on these two cardinal principles when they wish to be seen as a cohesive 

and relevant community. 

 

1.8.2 Policies 
 

Apart from consultations and consensus, ASEAN‘s agenda-setting and decision-making 

processes can be usefully understood in terms of the so-called Track I and Track II. Track 

I refers to the practice of diplomacy among government channels. The participants stand 

as representatives of their respective states and reflect the official positions of their 

governments during negotiations and discussions. All official decisions are made in 

Track I. Therefore, "Track I refers to intergovernmental processes". Track II differs 

slightly from Track I, involving civil society groups and other individuals with various 

links who work alongside governments. This track enables governments to discuss 

controversial issues and test new ideas without making official statements or binding 

commitments, and, if necessary, backtrack on positions. 

 

Although Track II dialogues are sometimes cited as examples of the involvement of civil 

society in regional decision-making process by governments and other second track 

actors, NGOs have rarely got access to this track; meanwhile participants from the 

academic community are a dozen think-tanks. However, these think-tanks are, in most 

cases, very much linked to their respective governments, and dependent on government 

funding for their academic and policy-relevant activities, and many working in Track II 

have previous bureaucratic experience. Their recommendations, especially in economic 

integration, are often closer to ASEAN‘s decisions than the rest of civil society‘s 

positions. 

 

The track that acts as a forum for civil society in Southeast Asia is called Track III. Track 

III participants are generally civil society groups who represent a particular idea or brand. 

Track III networks claim to represent communities and people who are largely 

marginalised from political power centers and unable to achieve positive change without 

outside assistance. This track tries to influence government policies indirectly by 

lobbying, generating pressure through the media. Third-track actors also organise and/or 

attend meetings as well as conferences to get access to Track I officials. 

 

While Track II meetings and interactions with Track I actors have increased and 

intensified, rarely has the rest of civil society had the opportunity to interface with Track 

II. Those with Track I have been even rarer. 
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Looking at the three tracks, it is clear that until now, ASEAN has been run by 

government officials who, as far as ASEAN matters are concerned, are accountable only 

to their governments and not the people. In a lecture on the occasion of ASEAN‘s 38th 

anniversary, the incumbent Indonesian President Dr. Susilo Bambang Yudhoyono 

admitted: 

 

“All the decisions about treaties and free trade areas, about declarations and plans of 

action, are made by Heads of Government, ministers and senior officials. And the fact 

that among the masses, there is little knowledge, let alone appreciation, of the large 

initiatives that ASEAN is taking on their behalf.”  

 

1.8.3 Economic Community 
 

ASEAN has emphasised regional cooperation in the ―three pillars‖ of security, 

sociocultural and economic integration. The regional grouping has made the most 

progress in economic integration, aiming to create an ASEAN Economic Community 

(AEC) by 2015. 

 

1. Free Trade Area 

 

The foundation of the AEC is the ASEAN Free Trade Area (AFTA), a common external 

preferential tariff scheme to promote the free flow of goods within ASEAN. The ASEAN 

Free Trade Area (AFTA) is an agreement by the member nations of ASEAN concerning 

local manufacturing in all ASEAN countries. The AFTA agreement was signed on 28 

January 1992 in Singapore. When the AFTA agreement was originally signed, ASEAN 

had six members, namely, Brunei, Indonesia, Malaysia, the Philippines, Singapore and 

Thailand. Vietnam joined in 1995, Laos and Myanmar in 1997, and Cambodia in 1999. 

The latecomers have not fully met the AFTA's obligations, but they are officially 

considered part of the AFTA as they were required to sign the agreement upon entry into 

ASEAN, and were given longer time frames in which to meet AFTA's tariff reduction 

obligations.  

 

2. Comprehensive Investment Area 

 

The ASEAN Comprehensive Investment Area (ACIA) will encourage the free flow of 

investment within ASEAN. The main principles of the ACIA are as follows 

All industries are to be opened up for investment, with exclusions to be phased out 

according to schedules 

 

 National treatment is granted immediately to ASEAN investors with few 

exclusions 

 Elimination of investment impediments 

 Streamlining of investment process and procedures 

 Enhancing transparency 

 Undertaking investment facilitation measures 
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 Full realisation of the ACIA with the removal of temporary exclusion lists 

in manufacturing agriculture, fisheries, forestry and mining is scheduled 

by 2010 for most ASEAN members and by 2015 for the CLMV 

(Cambodia, Lao PDR, Myanmar, and Vietnam) countries.  

 

3. Trade in Services 

 

An ASEAN Framework Agreement on Trade in Services was adopted at the ASEAN 

Summit in Bangkok in December 1995. Under AFAS, ASEAN Member States enter into 

successive rounds of negotiations to liberalise trade in services with the aim of submitting 

increasingly higher levels of commitments. The negotiations result in commitments that 

are set forth in schedules of specific commitments annexed to the Framework Agreement. 

These schedules are often referred to as packages of services commitments. At present, 

ASEAN has concluded seven packages of commitments under AFAS.  

 

3. Single Aviation Market 

 

The ASEAN Single Aviation Market (SAM), proposed by the ASEAN Air Transport 

Working Group, supported by the ASEAN Senior Transport Officials Meeting, and 

endorsed by the ASEAN Transport Ministers, will introduce an open-sky arrangement to 

the region by 2015. The ASEAN SAM will be expected to fully liberalise air travel 

between its member states, allowing ASEAN to directly benefit from the growth in air 

travel around the world, and also freeing up tourism, trade, investment and services flows 

between member states. Beginning 1 December 2008, restrictions on the third and fourth 

freedoms of the air between capital cities of member states for air passengers services 

will be removed, while from 1 January 2009, there will be full liberalisation of air freight 

services in the region, while By 1 January 2011, there will be liberalisation of fifth 

freedom traffic rights between all capital cities.  

 

4. Free Trade Agreements with Other Countries 

 

ASEAN has concluded free trade agreements with China, Korea, Japan, Australia, New 

Zealand and most recently India. In addition, it is currently negotiating free trade 

agreement with the European Union. Taiwan has also expressed interest in an agreement 

with ASEAN but needs to overcome diplomatic objections from China.  

 

1.8.4 Criticism 
 

Non-ASEAN countries have criticized ASEAN for being too soft in its approach to 

promoting human rights and democracy in the junta-led Myanmar. Despite global outrage 

at the military crack-down on peaceful protesters in Yangon, ASEAN has refused to 

suspend Myanmar as a member and also rejects proposals for economic sanctions. This 

has caused concern as the European Union, a potential trade partner, has refused to 

conduct free trade negotiations at a regional level for these political reasons. International 

observers view it as a "talk shop", which implies that the organisation is "big on words 

but small on action".  
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During the 12th ASEAN Summit in Cebu, several activist groups staged anti-

globalisation and anti-Arroyo rallies. According to the activists, the agenda of economic 

integration would negatively affect industries in the Philippines and would cause 

thousands of Filipinos to lose their jobs. They also viewed the organisation as 

imperialistic that threatens the country's sovereignty. A human rights lawyer from New 

Zealand was also present to protest about the human rights situation in the region in 

general.  

 

ASEAN has agreed to an ASEAN human rights body which will come into force in 2009. 

The Philippines, Malaysia, Indonesia and Thailand want this body to have an 

enforcement capacity; however Singapore, Vietnam, Burma, Laos and Cambodia do not. 

 

1.9 THE RISE AND FALL OF THE GOLD STANDARD  
 

Before World War I, the prevailing monetary system was the gold standard. Gold 

constituted the international reserve asset and its value was fixed by the declared par 

value that countries specified. The gold standard
 
emerged slowly during the 19

th
 century. 

It became more widely established by 1870 and was in full fledged operation during the 

40 years that followed to the outbreak of WWI. The leading countries tried to revive the 

gold standard in 1920s. UK, for instance, went back to the gold standard in 1925 and 

other major countries followed. This system collapsed with the Great Depression in the 

decade of 1930. The Great Depression led to the decline of economic activity. Volumes 

of production and trade decreased drastically. Several primary goods producing countries 

devalued their currencies in 1929 & 1930 in an attempt to counter the fall in their export 

earnings. Instead of resulting in any lasting improvement, an epidemic of exchange rate 

depreciations broke out in Europe.  

 

The final blow came during 1933-34 when USA devalued its dollar. A conference in 

London of leading government at that time failed to organize any return to the gold 

standard or to supplant it of a new system. Some governments tried to cling to overvalued 

currencies, while others used competitive devaluation for beggar - my - neighbor 

policies, i.e., governments desperate to find foreign buyers made the domestic products 

appear cheaper by selling their currency below its real value, to under-cut trade of other 

nations selling the same products. This practice led to retaliations through similar 

devaluation by trading rival. Beggar - thy - neighbor strategy in practice turned into 

beggar - myself for the nations. The difficulties of maintaining trade and employment 

during depression led countries to erect various types of trade barriers. Altogether the 

system of multilateral trade suffered heavily. 
 

Under the gold standard currencies were convertible to gold and the parities between 

them did not change for long periods. When a country was in deficit, it exported gold. 

This led to contractionary monetary policy (those which brought down the money supply 

in the economy) which was followed by the working of the internal balance mechanism 

wherein a decline in money supply decreased demand and prices causing imports to come 

down and exports to rise. This ensured automatic adjustment of balance of payments. But 

a problem arose when according to Keynesian theory it was realized that prices are not 
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flexible downward. The collapse of the gold standard was inevitable according to 

Keynes. 
 

1.9.1 Bretton Woods System  

 

After the WWII the Bretton Woods monetary system was introduced. It was the outcome 

of Anglo-American planning in the closing stages of the war. The principal architects 

were J. M. Keynes and Harry Dexter White. As the chief international economist at the 

US Treasury in 1942-44, White drafted the USA blueprint, which competed with the plan 

drafted by Keynes on behalf of the British Treasury. Overall, White's scheme tended to 

favor incentives designed to create price stability, while Keynes wanted a system that 

encouraged economic growth. Their proposals were submitted to a conference of 44 

allied nations at Bretton Woods, New Hampshire in 1944. Although a compromise was 

reached on some points, the participants largely agreed on White's plan. The Bretton 

Woods Agreement was signed in July, 1944 

This, of course, was a very haphazard arrangement. Different countries adopted different 

tactics to make their goods cheaper than the others and conserve the national gold 

reserves. During the First World War this system was abused by most nations, leading to 

its downfall. 

After the war, as there was no viable alternative to the gold standard, the victors had no 

choice but to reinstate the Gold Standard. But now both pounds and dollars were used as 

international currency and U.S. and U.K. held gold reserves to ensure ready liquidity for 

other countries that wished to exchange their reserve of pounds or dollars for gold.  

But anyway, the predictable happened. Britain could no longer sustain the constant 

outflow of gold from its reserves and it did not have enough reserves to carry on currency 

conversion (implying it issued more pounds than it had reserves for). U.S. was no less 

vulnerable, which was the reason for confiscation of all private gold collections and 

nationalization of such gold.  

In the meanwhile, the Second World War occurred and war cries drowned the need for a 

uniform exchange rate system. And finally, realising the growing need for a standardized 

system to determine exchange rates, the world leaders came up with the Bretton 

Woods System.  

Bretton Woods system was very similar to the previous standard, now, only U.S. 

promised to redeem the dollar reserves of all other nation by exchanging for gold at a 

fixed rate. But persistent balance of payments deficit by U.S. reduced its gold reserves 

and it again became unable to pay for the dollar reserves, abandoning the system 

altogether. Finally the world settled for an exchange rate system without the backing of 

any product (e.g. gold).  

The history of exchange rates (as any other history) only shows the fondness of humans 

to repeat mistakes. Now, the ballooning American deficits and ever increasing investment 
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of East Asian countries in American securities are two issues raising serious concern. The 

present situation is reminiscent of the last few years of the era of the Gold Standard, with 

the U.S. dollar also exhibiting the short run volatility (Iraq war, 9/11) similar to gold. It is 

not impossible that countries might lose confidence in the U.S. dollar. My FMI tutor had 

been very worried about the lack of diversity (in terms of saving instruments) in the 

reserves of Asian Countries and has been an advocate of saving in gold, given its 

recent stability.  

1.10 THE REFORM OF THE INTERNATIONAL MONETARY 

SYSTEM  

The rapid spread and global dimensions of the current financial crisis have drawn 

attention to the need for reform of the international financial system forged in 1944 at 

Bretton Woods. Both the G-20 and the United Nations have made formal proposals in 

this regard. In recent discussions, most of the attention has been focused on the role of the 

U.S. dollar in the international system, and the need to find a substitute that would better 

preserve the purchasing power of foreign currency reserves; in particular, those held by 

developing countries. 

These discussions seem to ignore two basic criticisms, made by John Maynard Keynes 

and Robert Triffin, of the functioning of the existing monetary system. These criticisms 

suggest that the basic problem with the system is not the particular asset that serves as the 

international currency but rather the operation of the adjustment mechanism for dealing 

with global imbalances. They also suggest that the recommendations contained in the 

Report of the Commission of Experts of the President of the United Nations General 

Assembly on Reforms of the International Monetary and Financial System need to be 

interpreted as an integrated whole. 

1.10.1 in the Beginning: The Gold Exchange Standard 

The 20th-century gold exchange standard was based on an international system of free 

exchange-of goods, services, and capital. In such conditions, it was presumed that 

competition among countries would support the law of one price for all goods traded in 

global markets. When this was not the case, international arbitrage would take place. If 

the gold price of goods were below that prevailing in other countries, there would be an 

incentive to exchange gold for goods and to export those goods to foreign markets where 

the gold price was higher. Private individuals seeking to maximize profits would engage 

in international exchange that would result in an equivalent gold price for similar goods 

in all countries. A corollary of this system of arbitrage was the elimination of trade 

imbalances, as surplus countries would be accumulating gold. This was presumed to 

bring about a rise in the gold price of domestic goods, reducing their competitiveness in 

the global marketplace. Gold exports would replace goods exports, and the surplus would 

be reduced until gold prices were brought back to international levels and the external 

accounts returned to balance. Another corollary was that the purchasing power of private 

savings would be stable on average over time, whether invested in domestic or in foreign 

currency. The stability of the purchasing power of savings was a result of the operation of 
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the international adjustment mechanism rather than some quality or value inherent in gold 

itself. 

1.10.2 Keynes and the Barbarous Relic  

Keynes criticized the international gold-standard system because the mechanism for 

addressing imbalances was normally not through arbitrage to eliminate price differentials 

but rather through adjustments in the level of activity-particularly in the level of 

employment. Further, he noted that this quantity adjustment process tended to be 

asymmetric. Since deficit countries that experienced a gold outflow could run out of gold 

before the price arbitrage process was operative, they would have to take measures to 

stem the outflow of gold, usually through an increase in interest rates, a cutback in 

domestic financing for investment, and a reduction of incomes that would lead to a fall in 

the demand for imports. This would improve the external balance, but at the cost of a 

lower level of output and employment. Surplus countries, on the other hand, could simply 

let their surpluses accumulate without allowing the expansion in the gold supply to 

induce changes in their domestic policies. If the only adjustment in the international 

system were a reduction in activity, this would lead to a tendency for global demand to be 

consistently below that necessary to allow full employment. This would constrain the 

ability of countries that chose to implement full employment policies, if other countries 

elected not to adopt such policies as well. 

Keynes was especially concerned that the active policies he had proposed to support the 

level of employment in response to the Great Depression would be stymied by the actions 

of countries that believed the appropriate response to financial crisis was to increase 

saving by cutting government expenditures. There was a second asymmetry involved, 

since the costs of quantity adjustment were borne by labor (i.e., the loss of employment 

reduced wage incomes), while the purchasing power of private savings was preserved-or, 

in the case of a reduction in activity leading to deflation, augmented. There was also an 

asymmetric relationship between debtors and creditors (in favor of the latter) that made 

recovery more difficult. 

To resolve the problem of asymmetric adjustment, Keynes recommended the creation of 

an International Clearing Union, with temporary payment imbalances settled by means of 

a notional unit of account that could not be traded in private markets. However, it was not 

the proposal to replace gold with a notional unit of account that was critical. It was that 

member governments would agree to implement coordinated symmetric adjustment 

policies, either by rule or by mutual consultation, with policy actions taken by both 

deficit and surplus countries - the reduced activity in the former to be balanced by the 

expansion of activity in the latter in order to keep global demand unchanged. The costs of 

adjustment would then be borne equally by all countries and by capital and labor, and 

would allow countries to pursue national policies of full employment if they chose. 

Keynes' proposed system did not envisage private currency trading or the presence of 

large international capital flows, intermediated by private financial institutions, to finance 

external imbalances. The simple reason was that, not only could such flows be 
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destabilizing (as had been the case in the interwar period), but they could also allow 

imbalances to increase without limit as long as countries could borrow in private markets. 

This would put the size of imbalances and their adjustment in the hands of private 

bankers rather than in the hands of government policymakers. 

Under Keynes's proposal for reform of the gold-exchange standard, the maintenance of 

purchasing power depended on an adjustment mechanism that constrained the size of 

imbalances and thus preserved the exchange rates between national currencies and the 

notional unit of account. But there is no automatic mechanism that ensures this result, nor 

any mechanism that ensures full employment. It is the result of coordinated policy action 

taken mutually by members of the clearing union. 

1.10.3 The Triffin Dilemma 

In any event, Keynes's proposal was not adopted. Instead, the dollar was inserted into the 

system in place of gold by pegging the dollar price of gold and the parity of all other 

currencies to the dollar. This dollar-exchange standard, adopted at Bretton Woods, 

possessed an additional difficulty identified by Triffin. He observed that, irrespective of 

whether the dollar (or any national currency) playing the role of international reserve 

currency were fixed in terms of gold, global confidence in its value would eventually 

erode. This was because the asymmetric adjustment that Keynes had noted with respect 

to the gold standard would still exist for all countries-except for the country whose 

national currency served as the international means of payment and store of value. Thus, 

surplus countries, without the necessity of introducing adjustment policy, would increase 

their holdings of the national currency (the dollar), and all countries seeking increased 

international liquidity would do so as well. This would lead to ever-increasing deficits for 

the country issuing the reserve currency-in the Bretton Woods system, the United States. 

If the currency were linked to gold, its outstanding international currency issue would 

soon exceed the gold supply on which it was based, leading to an inability to meet the 

commitment to fix the exchange value of the currency in gold. This is the dilemma in the 

dollar exchange system that was noted by Triffin in the 1950s and which occurred in the 

1960s. 

In this system, there may be a tendency to support global aggregate demand if the country 

issuing the reserve currency is willing to accept the increasing current account deficits 

required to satisfy the growing demand for global liquidity. But the Triffin dilemma will 

always be present, and at some stage, there will be a crisis caused by a collapse in 

international confidence in the currency's value and calls for a substitute currency. 

The opposite would be the case if the country were to pursue a policy of external balance, 

or of building external savings or following a strategy of export-led growth. This was 

more or less the case of the United States in the period of dollar shortages after the war, 

and of Germany in the European Monetary System before the creation of the euro. In 

these cases, the problem was the lack of global liquidity caused by excess savings held by 

the country issuing the reserve currency-the problem that special drawing rights, or 
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SDRs, were originally meant to resolve. However, by the time they were created, the 

problem was an excess of dollar liquidity, a problem that SDRs were unable to solve. 

A version of the Triffin dilemma is also present in a system in which the national 

currency serving as the international means of payment is not fixed in terms of gold or 

any other physical asset. In this case, its value in terms of other currencies is dependent 

on the willingness of surplus countries to hold the currency. In simple terms, once the 

link to gold is broken, the system becomes a Ponzi scheme in which the external value of 

the international currency is determined by the demand for reserves and liquidity by other 

countries. Thus, the ultimate value of the international currency lies in its purchasing 

power over the goods and services of the issuing country. If foreign holders are not 

willing to purchase the country's exports, then the value of the currency will decline until 

the price of its exports becomes sufficiently attractive. In contrast to the gold standard, 

the price adjustment mechanism here functions through changes in the international value 

of the currency-the effect of the exchange rate adjustment on the relative prices of goods 

and on the capital value of international reserve holdings. The latter represents the loss in 

purchasing power that has become the center of attention in recent discussions about 

reforming the international financial system. 

Finally, in all of these different forms of the international financial system, the stability of 

the purchasing power of the reserve currency is inherently linked to the operation of an 

adjustment mechanism that eliminates international imbalances, either automatically or 

through a coordinated policy mechanism. The question of stable purchasing power would 

thus appear to have little to do with what asset actually serves as the international reserve 

currency. 

1.10.4 A New International Reserve Currency?  

The demand for reform of the financial system has not focused on the current system's 

inability to support global full employment. Rather, it concerns the dollar's loss of 

international purchasing power and its substitution by an international reserve currency 

that is not a national currency. Some have suggested the use of the SDR as a substitute 

for the dollar. However, as long as the SDR remains a basket of national currencies, of 

fixed or flexible proportions, it cannot resolve the problem - although it may, through 

diversification, reduce the volatility of the international reserve currency's purchasing 

power. It should be noted that this diversification could always be achieved without the 

use of SDRs, through a policy of international reserve diversification. This problem 

might be avoided through a fiat issue of SDRs or creation of a truly supranational 

currency. But, aside from political and other difficulties, this would also require 

international coordination on the means and control of its supply, as well as a mechanism 

to coordinate and manage the adjustment of imbalances. 

Changing the international currency does not provide a solution to the problem of the 

declining value of accumulated surpluses in the form of reserves, which is caused by the 

absence of an automatic adjustment mechanism that is compatible with the full utilization 

of global resources. One attempt to resolve this problem was the proposal of a 
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commodity reserve currency, which was widely discussed in the postwar period; though 

it had the support of economists as diverse as Keynes and Friedrich Hayek, the United 

Nations, and legendary hedge fund manager Benjamin Graham, it was never tested. The 

basic idea was that an increase in the demand for the international commodity currency 

would precipitate an increase in the demand for commodities produced by developing 

countries, so that symmetry would be automatic. 

From this point of view, the question of preserving the value of accumulated reserves 

from external surpluses should rather be seen as the overvaluation of those surpluses or 

the inappropriate distribution of that value between the support of employment and the 

defense of capital values, or between creditors and debtors. For example, in the case of 

China, the feared decline in the value of its reserves through depreciation of the dollar 

would already have been eliminated as a possibility if an automatic adjustment process 

had been in effect, achieved through a reduction in domestic income and employment or 

an adjustment in the exchange rate. The introduction of the SDR or other alternative 

currency will not protect the value of dollar reserve holdings accumulated when the 

dollar is overvalued relative to what is required for external equilibrium. 

1.10.5 How Do the U.N. Commission Recommendations Deal with the 

Problem?  

It is in this framework that the U.N. Commission recommendations are to be interpreted. 

The basic point of the analysis in the Commission's report is that the international system 

suffers from an inherent tendency toward deficient aggregate demand. This is a reflection 

of the asymmetry in the international adjustment mechanism mentioned above. This 

tendency has only been checked in recent times by anomalous developments in the U.S. 

financial system that allowed household balance sheets to offset an increasingly 

inequitable domestic distribution of income and deficient demand in the world's other 

industrialized economies. This has been exacerbated by the lack of official international 

liquidity, as the International Monetary Fund (IMF) has imposed quantity adjustments on 

many developing countries to safeguard fiscal surpluses. Many of these countries have 

responded by undertaking policies to create external surpluses and rising international 

reserves, thus ensuring that they will not need external liquidity. 

Thus, the first steps in the reform process must be (1) to offset the balance sheet losses 

caused by the collapse of asset values and (2) to provide an alternative source of demand 

to replace the U.S. consumer and an alternative source of finance to counterbalance the 

deleveraging of financial institutions. This can be done through traditional, 

countercyclical deficit expenditure policies. To maximize their impact, these policies 

must be implemented on a global scale; that is, both developed and developing countries 

must introduce them. If developing countries follow IMF advice and seek to shore up 

their finances by running surpluses, this would simply reduce the impact of the developed 

countries' stimulus policies. But stimulus policies are difficult for most developing 

countries, because additional liquidity is required in order to finance their deficit 

expenditures. This leads to the necessity of an alternative financial facility in addition to 

those available from existing international financial institutions, since the IMF 
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discourages countries with weak fiscal or external positions from participating in such 

policies. One method of financing such a facility would be through an additional SDR 

allocation. At the same time, countries with sufficient external reserves that adopted 

policies to strengthen their external positions found that they attracted additional external 

capital flows, which rapidly reversed as private international financial institutions 

delivered, creating liquidity shortages. Thus, the recommendation of the introduction of 

SDRs is to provide liquidity for developing countries, in a way similar to the "link" 

proposal introduced in discussions at the United Nations Conference on Trade and 

Development in 1964, and to emerging market countries that may be adversely affected 

by the rapid contraction in international flows. This recommendation is very much in line 

with the original objective of SDRs as providing additional liquidity in the absence of 

dollar liquidity and liquidity provided by the IMF. 

It is also clear in the U.N. Commission's report that the introduction of SDRs or another 

global currency cannot resolve the problem of the adjustment mechanism's operation. 

Even the simple creation of a notional currency to be used in a clearing union cannot do 

this without some commitment to coordinated symmetric adjustment by both surplus and 

deficit countries. This is a function that was to have been undertaken by the IMF, under 

its Article IV surveillance mandate, but which has been just as asymmetric as the Bretton 

Woods system; it is only effective where the IMF has the sanction of a lending program -

that is, in deficit countries. The Commission recommended that this role be taken on by a 

proposed Global Economic Coordination Council, to be formed at a political level that 

would guarantee commitments to coordinated solutions. This council is an integral part of 

the Commission's reform proposals for the international financial system, as it is the seat 

of the political commitment to symmetric adjustment of international imbalances and 

thus the locus of the stability of the international reserve currency's purchasing power. 

1.10.6 Two Additional Problems 

This leaves two related problems. The first is that some developing countries may choose 

to adopt a development policy based on net exports, which would be in direct 

contradiction to the operation of an automatic or coordinated adjustment policy to 

eliminate imbalances. Countries that choose this national development strategy (as have 

many successful countries, such as Japan, the newly industrialized countries, and others) 

can be viewed either as lending resources to the rest of the world or as borrowing 

effective demand from the rest of the world. The successful pursuit of these policies will 

thus require a distortion of prices, of exchange rates, or of the global distribution of 

demand. The resulting surpluses and deficits will also have values that are distorted and 

therefore cannot be guaranteed. They require not only a coordinated policy to distribute 

surpluses and deficits but also an appropriate allocation of the costs of this distribution, as 

well as the required liquidity provision to finance them. The SDR may play a crucial role 

here as well, but as a provider of liquidity rather than a guarantee of a stable store of 

international value. Again, there is no automatic market mechanism to bring this about. 
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The second problem concerns international capital flows. As already mentioned, the 

original Bretton Woods proposal did not envisage that such flows would play a 

substantial role either in meeting payment imbalances or in the allocation of international 

capital. The system has turned out to be rather different, and private flows have been 

shown to be capable of creating substantial distortions to the international adjustment 

mechanism, abolishing limits to the size of imbalances and granting to international 

investors the control of the adjustment mechanism -, which usually had operated through 

financial crisis rather than smooth adjustment. 

If international adjustment is to be coordinated, either to ensure the elimination of 

imbalances or to permit imbalances in order to further the purposes of the national 

development strategies of particular countries, management of capital flows will have to 

be part of the coordination process. Thus, the Commission also recommends that capital 

inflows be managed or controlled. This management would in addition have a major 

impact on the stability of the purchasing power of whatever is used as the international 

currency. 

Thus, to sum up, the problem of the instability of the international reserve currency's 

purchasing power is less a question of the asset that serves as that currency and more a 

question of the operation of the international adjustment mechanism, and of whether that 

mechanism is automatic or coordinated, and also sufficiently compatible with global 

aggregate demand to provide full employment and support the national development 

strategies of developing countries. 

1.11 THEORY OF SHORT TERM CAPITAL MOVEMENTS AND 

EAST ASIAN CRISIS 
 

Persistent capital inflows can cause a real appreciation of a domestic currency, an event 

that could undermine competitiveness and slowdown growth.  At the same time, 

monetary policy is jeopardized as unexpected surge in inflows impose either higher 

inflation, or an excessive nominal appreciation. Government intervention is prompted 

either to limit inflows likely to be reversed, or to cope with exchange rate appreciation 

pressures arising from large capital inflows. Capital controls, taxes and sterilization are 

the best intervention examples.  

  

As an aftermath of the Asian Financial Crisis, the debate about capital controls emerged 

as if Keynes was screaming once again: let finance be national!  According to those that 

favor capital controls, financiers are too powerful, just as they were in the 1920s.  With 

globalization and international capital flows, financiers roam every corner of the world 

searching for the last drip of profits. This class has gained enormous power by 

undermining others, in particular labor.  Today, capital does not need to move at all; the 

simple threat of moving undermines the fallback position of labor, as Brofrenbrenner 

(1996) and Epstein (2000) explain. Thus, to correct this imbalance of power, as Crotty 

and Epstein (1998) argue, a set of progressive policies is needed to control international 

flows and to achieve sustained full employment and greater equality of income and 

wealth. According to this view, capital controls limit the ability of international financiers 
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and multinationals to curtail labor.  Also, they advance the objective of full employment 

at least in the short to medium term.  

  

At the other end, following Neoclassical theory, capital controls are just bad policies 

because they remove the discipline of the international market which, as the National 

Center for Policy Analysis (1998) explains, always stands to reward countries that 

implement effective  pro-growth policies. Nonetheless, governments of many countries 

have used capital controls.  

There are different forms of controls; negative interest rates, controls on foreign 

investment, lending restrictions, dual exchange rates, just to mention a few.  For example, 

in Venezuela to cope with inflows during mid-1990s, exchange controls were used. 

Romania closed its foreign exchange market in 1996.  South Africa postponed the 

elimination of its remaining controls in 1996. Prohibition of prepayments of foreign loans 

was the tool used in Brazil in 1994.  In terms of direct controls, Chile and Brazil are two 

good examples.  Chile imposed a one-year minimum maintenance period for nonresident 

inflows, while Brazil prohibited some nonresident transactions. As Goh (2005) explains, 

Malaysia relied on controls to regain monetary autonomy. Furthermore, as Xiao (2005) 

argues, China has some of the most restrictive control programs and the country is 

effective in limiting short-term flows, while favoring long-term foreign investment.  

  

In what follows, we develop a summary of the visions in favor and against capital 

controls, with a presentation of the use of capital controls in the world with some 

theoretical constructions. The paper ends with some general conclusions.  

  

1.11.1 Capital Controls  
 

‘Interest to-day rewards no genuine sacrifice, any more than does the rent of land.  The 

owner of capital can obtain interest because capital is scarce, just as the owner of land 

can obtain rent because land is scarce. But whilst there may be intrinsic reasons for the 

scarcity of land, there are no intrinsic reasons for the scarcity of capital‘. (Keynes 1964, 

p.376) 

  

Capital controls are the set of regulations governing the movement of capital.  Controls 

are set over both inflows and outflows, and within these two categories, as Nembhard 

(1996) explains, it is possible to have four additional subcategories: investment and credit 

regulation, trade restrictions, foreign exchange regulations and quantitative and tax 

policies. Distinctions should be made between ―why‖ countries adopt controls and their 

effectiveness. Countries often adopt controls to shelter the domestic economy from 

volatile capital movements, to regain policy autonomy, to allow domestic full 

employment and maximize social welfare, to save foreign exchange and to keep finances 

(domestic and international) under national control. The motivations behind capital 

controls range from rising revenues, international monetary reform, and buying time to 

manage a speculative attack.  Controls provide a second-best substitute for inadequate 

solvency supervision of banks and other financial institutions, reducing the size of 

volatile short-term foreign credits in relation to the economy, and, as Epstein and Gintis 

(1992) argue, limiting the power of international financiers.  
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In a broader sense, we could have two distinctions regarding capital controls: 

administrative measures on transactions and taxes or tax-like measures on flows.  

Administrative controls are out of fashion in today‘s world of high-tech trading and 

liberalized markets.  According to Eichengreen (1996), and Eichengreen and Wyplosz 

(1996), these types of controls rely on a bureaucratic apparatus in order to function, and 

this requires time to set up and time to dismantle. Taxes and tax-like measures increase 

the cost of international financial transactions, while leaving them otherwise 

unrestricted.  The most known instrument of this type is the so-called Tobin Tax, an ad 

valorem tax on all spot transactions in foreign exchange markets that falls most heavily 

on short-term investments.   Variants of this type of instrument include negative interest 

rates, special reserve requirements on foreign bank deposits and special deposit 

requirements for banks on their net foreign currency deposits or on their foreign 

borrowing.  

  

However, a Tobin Tax is not the only instrument available, a preliminary list might 

include stand-by controls on capital flight (using international institutions to limit 

destructive capital flight), internationally coordinated transaction tax (a small percentage 

Tobin Tax on all foreign exchange transactions, to discourage excessive short-term 

speculation without hurting long-term flows of capital). At the national level, there could 

be controls on foreign direct investment, restrictions on bank lending to nonresidents to 

discourage short-term flows, reductions on capital mobility through the tax system, a dual 

exchange rates to reinforce or even substitute the use of the tax system and quantitative 

restrictions. Most of the controversy regarding capital controls relates to the associated 

impact on macroeconomic management, production and consumption.  Controls offer an 

advantage in terms of consumption in two circumstances.  With cyclical disturbances, as 

Cardoso and Goldfjan (1998) argue, optimal consumption tends to fluctuate less than 

disposable income but only if borrowing is available during periods of income shortfalls 

and then repayment after recovery, or  when foreign savings are used to promote growth, 

as in the case of Korea between 1960 and the mid1980s.  

  

Controls are beneficial when they facilitate governments in confronting the interest rates 

and nominal exchange rate trade off.  That is, central banks cannot set nominal exchange 

rates and domestic interest rates independently.  If a set of controls does not hurt foreign 

direct investment (FDI) and other long-term finance, they should be adopted. In general, 

those who favor taxes on international flows argue that they will raise revenue reduce the 

exchange rate volatility (discouraging short-term speculation), and enhance the 

independence of policymakers and defend the exchange rate system. For example, 

Eichengreen and Wyplosz (1996) estimates range from $36.50 to $56.32 billion per year 

depending on the rate, which in general are relatively small.  

 

1.11.2 Neoclassical View 

  

‗Economist Milton Friedman has pointed out that exchange controls were ―perfected‖ in 

1934 by Hjalmar Schacht, Adolph Hitler‘s finance minister.‘ (NCPA- 1998, p.2) 

   



 149 

According to Neoclassical theory, controls hurt economic development and welfare.  The 

impact of selective capital controls on monetary independence relies on the type of 

intervention regime in the foreign exchange market.  Under a predetermined exchange 

rate regime, a relevant selective capital control may be unable to reduce the volume of 

total credits entering the economy, and thus may be unable to increase the degree of 

monetary autonomy. Controls also create problems with the allocation of resources.  A 

capital control is a tax over an input (short-term credit), and if some sectors need this 

input heavily (i.e., small exporters), they are taxed relative to other sectors. Also, as 

agents search for loopholes in the structure of controls, resources are wasted from a social 

point of view.  

  

An area of concern is the effect of controls over macroeconomic policy.  The best case 

study here is Latin America from 1978 to 1982, and in the mid-1990s.  During these 

periods, countries experienced real appreciation of currencies followed by balance of 

payment crises.  Capital flows caused real appreciation and with that an inward transfer 

of resources. Much of the recent analysis on capital controls concentrates on welfare 

effects, and on the question of whether they are welfare-reducing or instead a second-best 

tool to confront market failures.  According to Neoclassical theory, it is with 

liberalization, not with controls, that a positive welfare effect is achieved. Thus, 

liberalization positions the economy in a potentially higher growth path.  

  

According to Dooley (1996), the welfare improving conditions of a tax on all foreign 

exchange transaction are stringent. First, a distortion in international capital markets must 

be identified; the intervention must be effective in discouraging rent-seeking behavior; 

also the intervention must not discourage welfare-enhancing private behavior.  Finally, 

the intervention must not be used by governments to increase distortions in other 

markets.  In other words, controls are of no help since the market is the best channel to 

obtain Pareto optimal outcomes.  

  

On the one hand, controls are not politically feasible because they will cause market 

migration if the coverage is not universal and, as Eichengreen (1996) argues,  they will 

cause assets substitution when only imposed on spots transactions; encouraging the 

substitution of short-dated forwards and futures.  Arguments go further in the sense that 

this type of instrument will cause distortion of economic activity and it will confront 

difficulties of enforceability.  On the other hand, although described as bad medicine by 

neoclassical theory, controls have been widely used. 

 

Activity 1  

 

1. Discuss in detail the constitution of OECD. Throw light on its history and criticize 

its working. 

2. Write a detailed note on the concept of trading blocs. 

3. What do you understand by ‗rise and fall of gold standard‘? 

4. Explain the reforms of international monetary system. 

5. write short notes on the following: 
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 SAARC 

 ASEAN 

 Theory of short term capital movement 

 

1.12 SUMMARY 

The unit first focuses on OECD which is a Paris-based international economic 

organisation of 30 countries. Most OECD members are high-income economies with a 

high Human Development Index (HDI) and are regarded as developed countries. It 

emphasizes the history of OECD, its objectives and criticism. The concepts of trading 

blocs have been described in the later section. Multilateral theory of WTO is discussed 

followed by influence on SAARC. ASEAN, the Association of Southeast Asian Nations, 

commonly abbreviated ASEAN  is a geo-political and economic organisation of 10 

countries located in Southeast Asia, which was formed on 8 August 1967 by Indonesia, 

Malaysia, the Philippines, Singapore and Thailand. Since then, membership has expanded 

to include Brunei, Burma (Myanmar), Cambodia, Laos, and Vietnam. its working 

mechanism and objectives were discussed in detail in the later section. The rise and fall 

of gold standard and the revival of this phenomenon has been discussed in detail. The 

next area of concern was the reform of monetary system. Finally the theory of short term 

capital movements in context of East Asian crisis has been focused. 
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UNIT 2 

INTERNATIONAL TRADE AND FINANCIAL 

INSTITUTIONS 
 

Objectives 

 

After reading this unit, you should be able to: 

 

 Understand the rationale behind the WTO and UNCTAD 

 Know the functions of International Monetary Fund 

 Appreciate the concept and objectives of World Bank and Asian Development 

Bank 

 Explain the contribution of WTO in Indian economic development 

 Describe the Indian progress from the point of view of the World Bank 

 

Structure 

 

2.1 Introduction  

2.2 World Trade Organisation 

2.3 United Nations Conference on Trade and Development (UNCTAD) 

2.4 International Monetary Fund 

2.5 World Bank  

2.6 Asian Development Bank 

2.7 India and WTO 

2.8 The World Bank and – India country overview 

2.9 Summary 

2.10 Further readings 

 

2.1 INTRODUCTION 
 

International financial institutions, or IFIs, refers to financial institutions that have been 

established (or chartered) by more than one country, and hence are subjects of 

international law. Their owners or shareholders are generally national governments, 

although other international institutions and other organisations occasionally figure as 

shareholders. The most prominent IFIs are creations of multiple nations, although some 

bilateral financial institutions (created by two countries) exist and are technically IFIs. 

Many of these are multilateral development banks. 

 

The best-known IFIs are the World Bank, the IMF, and the regional development banks. 

Some of the IFIs are considered UN agencies. 

 

In this unit we are going to explore some important financial institutions that accelerate 

the international trade. 
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2.2 WORLD TRADE ORGANIZATION 
 

The World Trade Organization (WTO) is an international organization designed by its 

founders to supervise and liberalize international trade. The organization officially 

commenced on January 1, 1995 under the Marrakech Agreement, replacing the General 

Agreement on Tariffs and Trade (GATT), which commenced in 1947. 

The World Trade Organization deals with regulation of trade between participating 

countries; it provides a framework for negotiating and formalising trade agreements, and 

a dispute resolution process aimed at enforcing participants' adherence to WTO 

agreements which are signed by representatives of member governments and ratified by 

their parliaments. Most of the issues that the WTO focuses on derive from previous trade 

negotiations, especially from the Uruguay Round (1986-1994). 

 

The organization is currently endeavouring to persist with a trade negotiation called the 

Doha Development Agenda (or Doha Round), which was launched in 2001 to enhance 

equitable participation of poorer countries which represent a majority of the world's 

population. However, the negotiation has been dogged by "disagreement between 

exporters of agricultural bulk commodities and countries with large numbers of 

subsistence farmers on the precise terms of a 'special safeguard measure' to protect 

farmers from surges in imports. At this time, the future of the Doha Round is uncertain."  

The WTO has 153 members, representing more than 97% of total world trade and 30 

observers, most seeking membership. The WTO is governed by a ministerial conference, 

meeting every two years; a general council, which implements the conference's policy 

decisions and is responsible for day-to-day administration; and a director-general, who is 

appointed by the ministerial conference. The WTO's headquarters is at the Centre 

William Rappard, Geneva, Switzerland 

 

2.2.1 History 
 

The WTO's predecessor, the General Agreement on Tariffs and Trade (GATT), was 

established after World War II in the wake of other new multilateral institutions 

dedicated to international economic cooperation - notably the Bretton Woods institutions 

known as the World Bank and the International Monetary Fund. A comparable 

international institution for trade, named the International Trade Organization was 

successfully negotiated. The ITO was to be a United Nations specialized agency and 

would address not only trade barriers but other issues indirectly related to trade, including 

employment, investment, restrictive business practices, and commodity agreements. But 

the ITO treaty was not approved by the United States and a few other signatories and 

never went into effect.  

In the absence of an international organization for trade, the GATT would over the years 

"transform itself" into a de facto international organization.  

 

GATT rounds of negotiations 

 

The GATT was the only multilateral instrument governing international trade from 1948 

until the WTO was established in 1995. Despite attempts in the mid 1950s and 1960s to 
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create some form of institutional mechanism for international trade, the GATT continued 

to operate for almost half a century as a semi-institutionalized multilateral treaty regime 

on a provisional basis.  

 

From Geneva to Tokyo 

 

Seven rounds of negotiations occurred under the GATT. The first GATT trade rounds 

concentrated on further reducing tariffs. Then, the Kennedy Round in the mid-sixties 

brought about a GATT anti-dumping Agreement and a section on development. The 

Tokyo Round during the seventies was the first major attempt to tackle trade barriers that 

do not take the form of tariffs, and to improve the system, adopting a series of agreements 

on non-tariff barriers, which in some cases interpreted existing GATT rules, and in others 

broke entirely new ground. Because these plurilateral agreements were not accepted by 

the full GATT membership, they were often informally called "codes". Several of these 

codes were amended in the Uruguay Round, and turned into multilateral commitments 

accepted by all WTO members. Only four remained plurilateral (those on government 

procurement, bovine meat, civil aircraft and dairy products), but in 1997 WTO Members 

agreed to terminate the bovine meat and dairy agreements, leaving only two. 

  

Uruguay Round 

 

Well before GATT's 40th anniversary, its members concluded that the GATT system was 

straining to adapt to a new globalizing world economy. In response to the problems 

identified in the 1982 Ministerial Declaration (structural deficiencies, spill-over impacts 

of certain countries' policies on world trade GATT could not manage etc.), the eighth 

GATT round — known as the Uruguay Round — was launched in September 1986, in 

Punta del Este, Uruguay.  

It was the biggest negotiating mandate on trade ever agreed: the talks were going to 

extend the trading system into several new areas, notably trade in services and intellectual 

property, and to reform trade in the sensitive sectors of agriculture and textiles; all the 

original GATT articles were up for review. The Final Act concluding the Uruguay Round 

and officially establishing the WTO regime was signed during the April 1994 ministerial 

meeting at Marrakesh, Morroco, and hence is known as the Marrakesh Agreement.  

 

The GATT still exists as the WTO's umbrella treaty for trade in goods, updated as a result 

of the Uruguay Round negotiations (a distinction is made between GATT 1994, the 

updated parts of GATT, and GATT 1947, the original agreement which is still the heart 

of GATT 1994). GATT 1994 is not however the only legally binding agreement included 

via the Final Act at Marrakesh; a long list of about 60 agreements, annexes, decisions and 

understandings was adopted. The agreements fall into a structure with six main parts: 

 

 The Agreement Establishing the WTO 

 Goods and investment — the Multilateral Agreements on Trade in Goods 

including the GATT 1994 and the Trade Related Investment Measures 

 Services — the General Agreement on Trade in Services 
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 Intellectual property — the Agreement on Trade-Related Aspects of Intellectual 

Property Rights (TRIPS) 

 Dispute settlement (DSU) 

 Reviews of governments' trade policies (TPRM)  

 
Doha Round 

 
The WTO launched the current round of negotiations, the Doha Development Agenda 

(DDA) or Doha Round, at the fourth ministerial conference in Doha, Qatar in November 

2001. The Doha round was to be an ambitious effort to make globalization more 

inclusive and help the world's poor, particularly by slashing barriers and subsidies in 

farming. The initial agenda comprised both further trade liberalization and new rule-

making, underpinned by commitments to strengthen substantial assistance to developing 

countries.  

 

The negotiations have been highly contentious and agreement has not been reached, 

despite the intense negotiations at several ministerial conferences and at other sessions. 

Disagreements still continue over several key areas including agriculture subsidies. 

  

2.2.3 Functions 

Among the various functions of the WTO, these are regarded by analysts as the most 

important: 

 

 It oversees the implementation, administration and operation of the covered 

agreements.  

 It provides a forum for negotiations and for settling disputes.  

 Additionally, it is the WTO's duty to review and propagate the national trade 

policies, and to ensure the coherence and transparency of trade policies through 

surveillance in global economic policy-making.  

 Another priority of the WTO is the assistance of developing, least-developed and 

low-income countries in transition to adjust to WTO rules and disciplines through 

technical cooperation and training.  

 

The WTO is also a center of economic research and analysis: regular assessments of the 

global trade picture in its annual publications and research reports on specific topics are 

produced by the organization. Finally, the WTO cooperates closely with the two other 

components of the Bretton Woods system, the IMF and the World Bank.  

 

2.2.4 Principles of the trading system 
 

The WTO establishes a framework for trade policies; it does not define or specify 

outcomes. That is, it is concerned with setting the rules of the trade policy games. Five 

principles are of particular importance in understanding both the pre-1994 GATT and the 

WTO: 
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1. Non-Discrimination. It has two major components: the most favoured nation 

(MFN) rule, and the national treatment policy. Both are embedded in the main 

WTO rules on goods, services, and intellectual property, but their precise scope 

and nature differ across these areas. The MFN rule requires that a WTO member 

must apply the same conditions on all trade with other WTO members, i.e. a 

WTO member has to grant the most favorable conditions under which it allows 

trade in a certain product type to all other WTO members. "Grant someone a 

special favour and you have to do the same for all other WTO members." 

National treatment means that imported goods should be treated no less favorably 

than domestically-produced goods (at least after the foreign goods have entered 

the market) and was introduced to tackle non-tariff barriers to trade (e.g. technical 

standards, security standards et al. discriminating against imported goods).  

2. Reciprocity. It reflects both a desire to limit the scope of free-riding that may 

arise because of the MFN rule, and a desire to obtain better access to foreign 

markets. A related point is that for a nation to negotiate, it is necessary that the 

gain from doing so be greater than the gain available from unilateral 

liberalization; reciprocal concessions intend to ensure that such gains will 

materialise.  

3. Binding and enforceable commitments. The tariff commitments made by WTO 

members in a multilateral trade negotiation and on accession are enumerated in a 

schedule (list) of concessions. These schedules establish "ceiling bindings": a 

country can change its bindings, but only after negotiating with its trading 

partners, which could mean compensating them for loss of trade. If satisfaction is 

not obtained, the complaining country may invoke the WTO dispute settlement 

procedures 

4. Transparency. The WTO members are required to publish their trade 

regulations, to maintain institutions allowing for the review of administrative 

decisions affecting trade, to respond to requests for information by other 

members, and to notify changes in trade policies to the WTO. These internal 

transparency requirements are supplemented and facilitated by periodic country-

specific reports (trade policy reviews) through the Trade Policy Review 

Mechanism (TPRM). The WTO system tries also to improve predictability and 

stability, discouraging the use of quotas and other measures used to set limits on 

quantities of imports 

5. Safety valves. In specific circumstances, governments are able to restrict trade. 

There are three types of provisions in this direction: articles allowing for the use 

of trade measures to attain noneconomic objectives; articles aimed at ensuring 

"fair competition"; and provisions permitting intervention in trade for economic 

reasons. Exceptions to the MFN principle also allow for preferential treatment of 

developing countries, regional free trade areas and customs unions. 

 

There are 11 committees under the jurisdiction of the Goods Council each with a specific 

task. All members of the WTO participate in the committees. The Textiles Monitoring 

Body is separate from the other committees but still under the jurisdiction of Goods 

Council. The body has its own chairman and only ten members. The body also has 

several groups relating to textiles.  
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Council for Trade-Related Aspects of Intellectual Property Rights 

 

Information on intellectual property in the WTO, news and official records of the 

activities of the TRIPS Council and details of the WTO‘s work with other international 

organizations in the field are dealt in this council.  

Council for Trade in Services 

 

The Council for Trade in Services operates under the guidance of the General Council 

and is responsible for overseeing the functioning of the General Agreement on Trade in 

Services (GATS). It is open to all WTO members, and can create subsidiary bodies as 

required.  

 

The Service Council has three subsidiary bodies: financial services, domestic regulations, 

GATS rules and specific commitments.  

 

2.2.5 Other committees 
 

The General council has several different committees, working groups, and working 

parties.  

 

Committees on 

 

 Trade and Environment 

 Trade and Development (Subcommittee on Least-Developed Countries) 

 Regional Trade Agreements 

 Balance of Payments Restrictions 

 Budget, Finance and Administration 

 

Working parties on 

 

 Accession 

 

Working groups on 

 

 Trade, debt and finance 

 Trade and technology transfer 

 

Trade Negotiations Committee 

 

The Trade Negotiations Committee (TNC) is the committee that deals with the current 

trade talks round. The chair is WTO‘s director-general. The committee is currently tasked 

with the Doha Development Round. 

 

2.2.6 Voting system 
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The WTO operates on a one country, one vote system, but actual votes have never been 

taken. Decision making is generally by consensus, and relative market size is the primary 

source of bargaining power. The advantage of consensus decision-making is that it 

encourages efforts to find the most widely acceptable decision. Main disadvantages 

include large time requirements and many rounds of negotiation to develop a consensus 

decision, and the tendency for final agreements to use ambiguous language on 

contentious points that makes future interpretation of treaties difficult. 

 

In reality, WTO negotiations proceed not by consensus of all members, but by a process 

of informal negotiations between small groups of countries. Such negotiations are often 

called "Green Room" negotiations (after the colour of the WTO Director-General's Office 

in Geneva), or "Mini-Ministerial", when they occur in other countries. These processes 

have been regularly criticised by many of the WTO's developing country members which 

are often totally excluded from the negotiations. 

 

Richard Harold Steinberg (2002) argues that although the WTO's consensus governance 

model provides law-based initial bargaining, trading rounds close through power-based 

bargaining favouring Europe and the United States, and may not lead to Pareto 

improvement.  

 

2.2.7 Dispute settlement 

 
In 1994, the WTO members agreed on the Understanding on Rules and Procedures 

Governing the Settlement of Disputes (DSU) annexed to the "Final Act" signed in 

Marrakesh in 1994. Dispute settlement is regarded by the WTO as the central pillar of the 

multilateral trading system, and as a "unique contribution to the stability of the global 

economy". WTO members have agreed that, if they believe fellow-members are violating 

trade rules, they will use the multilateral system of settling disputes instead of taking 

action unilaterally. 

 

The operation of the WTO dispute settlement process involves the DSB panels, the 

Appellate Body, the WTO Secretariat, arbitrators, independent experts and several 

specialized institutions.  

 

2.2.8 Criticism 
 

The stated aim of the WTO is to promote free trade and stimulate economic growth. 

Critics argue that free trade leads to a divergence instead of convergence of income levels 

within rich and poor countries (the rich get richer and the poor get poorer). Martin Khor, 

Director of the Third World Network, argues that the WTO does not manage the global 

economy impartially, but in its operation has a systematic bias toward rich countries and 

multinational corporations, harming smaller countries which have less negotiation power. 

He argues that developing countries have not benefited from the WTO agreements of the 

Uruguay Round because, among other reasons, market access in industry has not 

improved; these countries have had no gains yet from the phasing-out of textile quotas; 

non-tariff barriers such as anti-dumping measures have increased; and domestic support 
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and export subsidies for agricultural products in the rich countries remain high. Jagdish 

Bhagwati asserts, however, that there is greater tariff protection on manufacturers in the 

poor countries, which are also overtaking the rich nations in the number of anti-dumping 

filings. 

  

Other critics claim that the issues of labor relations and environment are steadfastly 

ignored. Steve Charnovitz, former director of the Global Environment and Trade Study 

(GETS), believes that the WTO "should begin to address the link between trade and labor 

and environmental concerns." Further, labor unions condemn the labor rights record of 

developing countries, arguing that, to the extent the WTO succeeds at promoting 

globalization, the environment and labor rights suffer in equal measure. 

 

On the other side, Khor responds that "if environment and labor were to enter the WTO 

system [...] it would be conceptually difficult to argue why other social and cultural 

issues should also not enter." Bhagwati is also critical towards "rich-country lobbies 

seeking on imposing their unrelated agendas on trade agreements." Therefore, both 

Bhagwati and Arvind Panagariya of Columbia University, have criticized the 

introduction of TRIPs into the WTO framework, fearing that such non-trade agendas 

might overwhelm the organization's function.  

 

Other critics have characterized the decision making in the WTO as complicated, 

ineffective, unrepresentative and non-inclusive, and they have proposed the establishment 

of a small, informal steering committee (a "consultative board") that can be delegated 

responsibility for developing consensus on trade issues among the member countries. The 

Third World Network has called the WTO "the most non-transparent of international 

organisations", because "the vast majority of developing countries have very little real 

say in the WTO system"; the Network stresses that "civil society groups and institutions 

must be given genuine opportunities to express their views and to influence the outcome 

of policies and decisions." Certain non-governmental organizations, such as the World 

Federalist Movement, argue that democratic participation in the WTO could be enhanced 

through the creation of a parliamentary assembly, although other analysts have 

characterized this proposal as ineffective. 

 

Some libertarians and small-government conservatives, as well as think tanks such as the 

Ludwig von Mises Institute, oppose the World Trade Organization, seeing it as a 

bureaucratic and anti-capitalistic organization not promoting free trade, but political 

interventionism. The chairman of the Ludwig von Mises Institute, Llewellyn H Rockwell 

Jr, argued that 

 

. . . the World Trade Organization says that the US must stop permitting US exporters to 

set up foreign subsidiaries that save as much as 30 percent in taxes they would otherwise 

pay. Now the US must either raise taxes by eliminating loopholes or face massive new 

sanctions that will seriously harm our export sector. [...] There's been a lot of talk 

recently about foreigners who hate our prosperity and civilization, and seek ways to 

inflict violence in retaliation. Well, here's another case in point, except these are not 
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swarthy Islamic terrorists; they are diplomats and statesmen on nobody's list of 

suspicious characters 

 

2.3 UNITED NATIONS CONFERENCE ON TRADE AND 

DEVELOPMENT (UNCTAD) 
The United Nations Conference on Trade and Development (UNCTAD) was established 

in 1964 as a permanent intergovernmental body. It is the principal organ of the United 

Nations General Assembly dealing with trade, investment, and development issues. 

The organization's goals are to "maximize the trade, investment and development 

opportunities of developing countries and assist them in their efforts to integrate into the 

world economy on an equitable basis." (from official website). The creation of the 

conference was based on concerns of developing countries over the international market, 

multi-national corporations, and great disparity between developed nations and 

developing nations. 

 

In the 1970s and 1980s, UNCTAD was closely associated with the idea of a New 

International Economic Order (NIEO). 

 

The United Nations Conference on Trade and Development was established in 1964 in 

order to provide a forum where the developing countries could discuss the problems 

relating to their economic development. This was set up essentially because it was felt 

that the then existing institution like GATT and IMF were not properly organised to 

handle the peculiar problems of developing countries. With more than 170 193 members, 

UNCTAD presently is the only body where developed as well as the erstwhile centrally 

planned countries is members. 

 

The primary objective of the UNCTAD is to formulate policies relating to all aspects of 

development including trade, aid, transport, finance and technology. The Conference 

ordinarily meets once in four years. The first conference took place in Geneva in 1964, 

second in New Delhi in 1968, the third in Santiago in 1972, fourth in Nairobi in 1976, the 

fifth in Manila in 1979, the sixth in Belgrade in 1983, the seventh in Geneva in 1987, the 

eighth in Cartagena(Colombia) in 1992 and the ninth at Johannesburg (South Africa)in 

1996. The Conference has its permanent secretariat in Geneva. 

 

One of the principal achievements of UNCTAD has been to conceive and implement the 

Generalised System of Preferences (GSP). It was argued in UNCTAD fora that in order 

to promote exports of manufacturers from developing countries, it would be necessary to 

offer special tariff concessions to such exports. Accepting this argument, the developed 

countries formulated the GSP Scheme under which exports of manufacturers and semi-

manufacturers and some agricultural items from the developing countries enter duty-free 

or at reduced rates in the developed countries. Since imports of such items from other 

developed countries are subject to the normal rates of duties, exports from the developing 

countries would be more competitive. 

 

Currently, UNCTAD has 193 member States and is headquartered in Geneva, 

Switzerland. UNCTAD has 400 staff members and an annual regular budget of 
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approximately US$50 million and US$25 million of extra budgetary technical assistance 

funds. 

 

2.4 INTERNATIONAL MONETARY FUND 
 

The International Monetary Fund (IMF) is an international organization that oversees the 

global financial system by following the macroeconomic policies of its member 

countries, in particular those with an impact on exchange rates and the balance of 

payments. It is an organization formed with a stated objective of stabilizing international 

exchange rates and facilitating development. It also offers highly leveraged loans, mainly 

to poorer countries. Its headquarters are in Washington, D.C., United States. 

 

2.4.1 Organization and purpose 
 

The International Monetary Fund was created in July 1944, originally with 45 members, 

with a goal to stabilize exchange rates and assist the reconstruction of the world's 

international payment system. Countries contributed to a pool which could be borrowed 

from, on a temporary basis, by countries with payment imbalances (Condon, 2007). The 

IMF was important when it was first created because it helped the world stabilize the 

economic system. The IMF is still important because it works to improve the economies 

of its member countries.  

The IMF describes itself as "an organization of 186 countries (as of June 29, 2009), 

working to foster global monetary cooperation, secure financial stability, facilitate 

international trade, promote high employment and sustainable economic growth, and 

reduce poverty". With the exception of Taiwan (expelled in 1980), North Korea, Cuba 

(left in 1964), Andorra, Monaco, Liechtenstein, Tuvalu and Nauru, all UN member states 

participate directly in the IMF. Member states are represented on a 24-member Executive 

Board (five Executive Directors are appointed by the five members with the largest 

quotas, nineteen Executive Directors are elected by the remaining members), and all 

members appoint a Governor to the IMF's Board of Governors.  

 

2.4.2 History 
 

The International Monetary Fund was conceived in July 1944 during the United Nations 

Monetary and Financial Conference. The representatives of 45 governments met in the 

Mount Washington Hotel in the area of Bretton Woods, New Hampshire, United States, 

with the delegates to the conference agreeing on a framework for international economic 

cooperation. The IMF was formally organized on December 27, 1945, when the first 29 

countries signed its Articles of Agreement. The statutory purposes of the IMF today are 

the same as when they were formulated in 1943.  

 

2.4.3 Today 
 

The IMF's influence in the global economy steadily increased as it accumulated more 

members. The number of IMF member countries has more than quadrupled from the 44 

states involved in its establishment, reflecting in particular the attainment of political 
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independence by many developing countries and more recently the collapse of the Soviet 

bloc. The expansion of the IMF‘s membership, together with the changes in the world 

economy, has required the IMF to adapt in a variety of ways to continue serving its 

purposes effectively. 

 

In 2008, faced with a shortfall in revenue, the International Monetary Fund's executive 

board agreed to sell part of the IMF's gold reserves. On April 27, 2008, IMF Managing 

Director Dominique Strauss-Kahn welcomed the board's decision of April 7, 2008 to 

propose a new framework for the fund, designed to close a projected $400 million budget 

deficit over the next few years. The budget proposal includes sharp spending cuts of $100 

million until 2011 that will include up to 380 staff dismissals.  

At the 2009 G-20 London summit, it was decided that the IMF would require additional 

financial resources to meet prospective needs of its member countries during the ongoing 

global financial crisis. As part of that decision, the G-20 leaders pledged to increase the 

IMF's supplemental cash tenfold to $500 billion, and to allocate to member countries 

another $250 billion via Special Drawing Rights.  

 

2.4.4 Data dissemination systems 
 

In 1995, the International Monetary Fund began work on data dissemination standards 

with the view of guiding IMF member countries to disseminate their economic and 

financial data to the public. The International Monetary and Financial Committee (IMFC) 

endorsed the guidelines for the dissemination standards and they were split into two tiers: 

The General Data Dissemination System (GDDS) and the Special Data Dissemination 

Standard (SDDS). 

 

The International Monetary Fund executive board approved the SDDS and GDDS in 

1996 and 1997 respectively and subsequent amendments were published in a revised 

―Guide to the General Data Dissemination System‖. The system is aimed primarily at 

statisticians and aims to improve many aspects of statistical systems in a country. It is 

also part of the World Bank Millennium Development Goals and Poverty Reduction 

Strategic Papers. 

 

The IMF established a system and standard to guide members in the dissemination to the 

public of their economic and financial data. Currently there are two such systems: 

General Data Dissemination System (GDDS) and its superset Special Data Dissemination 

System (SDDS), for those member countries having or seeking access to international 

capital markets. 

 

The primary objective of the GDDS is to encourage IMF member countries to build a 

framework to improve data quality and increase statistical capacity building. This will 

involve the preparation of metadata describing current statistical collection practices and 

setting improvement plans. Upon building a framework, a country can evaluate statistical 

needs, set priorities in improving the timeliness, transparency, reliability and accessibility 

of financial and economic data. 
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2.4.5 Membership qualifications 
 

Any country may apply for membership to the IMF. The application will be considered 

first by the IMF's Executive Board. After its consideration, the Executive Board will 

submit a report to the Board of Governors of the IMF with recommendations in the form 

of a "Membership Resolution." These recommendations cover the amount of quota in the 

IMF, the form of payment of the subscription, and other customary terms and conditions 

of membership. After the Board of Governors has adopted the "Membership Resolution," 

the applicant state needs to take the legal steps required under its own law to enable it to 

sign the IMF's Articles of Agreement and to fulfill the obligations of IMF membership. 

Similarly, any member country can withdraw from the Fund, although that is rare. For 

example, in April 2007, the president of Ecuador, Rafael Correa announced the expulsion 

of the World Bank representative in the country. A few days later, at the end of April, 

Venezuelan president Hugo Chavez announced that the country would withdraw from the 

IMF and the World Bank. Chavez dubbed both organizations as ―the tools of the empire‖ 

that ―serve the interests of the North‖. As of June 2009, both countries remain as 

members of both organizations. Venezuela was forced to back down because a 

withdrawal would have triggered default clauses in the country's sovereign bonds. 

 

A member's quota in the IMF determines the amount of its subscription, its voting 

weight, its access to IMF financing, and its allocation of Special Drawing Rights (SDRs). 

A member state cannot unilaterally increase its quota—increases must be approved by the 

Executive Board and are linked to formulas that include many variables such as the size 

of a country in the world economy. For example, in 2001, China was prevented from 

increasing its quota as high as it wished, ensuring it remained at the level of the smallest 

G7 economy (Canada). In September 2005, the IMF's member countries agreed to the 

first round of ad hoc quota increases for four countries, including China. On March 28, 

2008, the IMF's Executive Board ended a period of extensive discussion and negotiation 

over a major package of reforms to enhance the institution's governance that would shift 

quota and voting shares from advanced to emerging markets and developing countries. 

The Fund's Board of Governors must vote on these reforms by April 28, 2008. 

 

2.4.6 Assistance and reforms 
 

The primary mission of the IMF is to provide financial assistance to countries that 

experience serious financial and economic difficulties using funds deposited with the 

IMF from the institution's 186 member countries. Member states with balance of 

payments problems, which often arise from these difficulties, may request loans to help 

fill gaps between what countries earn and/or are able to borrow from other official 

lenders and what countries must spend to operate, including covering the cost of 

importing basic goods and services. In return, countries are usually required to launch 

certain reforms, which have often been dubbed the "Washington Consensus". These 

reforms are thought to be beneficial to countries with fixed exchange rate policies that 

may engage in fiscal, monetary, and political practices which may lead to the crisis itself. 

For example, nations with severe budget deficits, rampant inflation, strict price controls, 

or significantly over-valued or under-valued currencies run the risk of facing balance of 
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payment crises. Thus, the structural adjustment programs are at least ostensibly intended 

to ensure that the IMF is actually helping to prevent financial crises rather than merely 

funding financial recklessness. 

 

2.4.7 Criticism 
Two criticisms from economists have been that financial aid is always bound to so-called 

"conditionalities", including Structural Adjustment Programs (SAP). It is claimed that 

conditionalities (economic performance targets established as a precondition for IMF 

loans) retard social stability and hence inhibit the stated goals of the IMF, while 

Structural Adjustment Programs lead to an increase in poverty in recipient countries.  

One of the main SAP conditions placed on troubled countries is that the governments sell 

up as much of their national assets as they can, normally to western corporations at 

heavily discounted prices. 

 

That said, the IMF sometimes advocates "austerity programmes," increasing taxes even 

when the economy is weak, in order to generate government revenue and balance budget 

deficits. Countries are often advised to lower their corporate tax rate. These policies were 

criticized by Joseph E. Stiglitz, former chief economist and Senior Vice President at the 

World Bank, in his book Globalization and Its Discontents. He argued that by converting 

to a more Monetarist approach, the fund no longer had a valid purpose, as it was designed 

to provide funds for countries to carry out Keynesian reflations, and that the IMF "was 

not participating in a conspiracy, but it was reflecting the interests and ideology of the 

Western financial community". 

 

Argentina, which had been considered by the IMF to be a model country in its 

compliance to policy proposals by the Bretton Woods institutions, experienced a 

catastrophic economic crisis in 2001, which some believe to have been caused by IMF-

induced budget restrictions — which undercut the government's ability to sustain national 

infrastructure even in crucial areas such as health, education, and security — and 

privatization of strategically vital national resources. Others attribute the crisis to 

Argentina's misdesigned fiscal federalism, which caused subnational spending to increase 

rapidly. The crisis added to widespread hatred of this institution in Argentina and other 

South American countries, with many blaming the IMF for the region's economic 

problems. The current — as of early 2006 — trend towards moderate left-wing 

governments in the region and a growing concern with the development of a regional 

economic policy largely independent of big business pressures has been ascribed to this 

crisis. 

 

Another example of where IMF Structural Adjustment Programmes aggravated the 

problem was in Kenya. Before the IMF got involved in the country, the Kenyan central 

bank oversaw all currency movements in and out of the country. The IMF mandated that 

the Kenyan central bank had to allow easier currency movement. However, the 

adjustment resulted in very little foreign investment, but allowed Kamlesh Manusuklal 

Damji Pattni, with the help of corrupt government officials, to siphon off billions of 

Kenyan shillings in what came to be known as the Goldenberg scandal, leaving the 

country worse off than it was before the IMF reforms were implemented. In an interview, 
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the former Romanian Prime Minister Tăriceanu stated that "Since 2005, IMF is 

constantly making mistakes when it appreciates the country's economic performances". 

 

In September 2007 the IMF said "given the Irish economy's strong fundamentals and the 

authorities' commitment to sound policies, the Directors expected economic growth to 

remain robust over the medium term". Seventeen months later in April 2009 the New 

York Times quoted Nobel prize-winning economist, Paul Krugman, who identified 

Ireland as a model for the worst-case scenario for the global economy.  

 

Overall the IMF success record is perceived as limited. While it was created to help 

stabilize the global economy, since 1980 critics claim over 100 countries (or reputedly 

most of the Fund's membership) have experienced a banking collapse that they claim 

have reduced GDP by four percent or more, far more than at any time in Post-Depression 

history. The considerable delay in the IMF's response to any crisis, and the fact that it 

tends to only respond to them (or even create them) rather than prevent them, has led 

many economists to argue for reform. In 2006, an IMF reform agenda called the Medium 

Term Strategy was widely endorsed by the institution's member countries.  

 

The agenda includes changes in IMF governance to enhance the role of developing 

countries in the institution's decision-making process and steps to deepen the 

effectiveness of its core mandate, which is known as economic surveillance or helping 

member countries adopt macroeconomic policies that will sustain global growth and 

reduce poverty. On June 15, 2007, the Executive Board of the IMF adopted the 2007 

Decision on Bilateral Surveillance, a landmark measure that replaced a 30-year-old 

decision of the Fund's member countries on how the IMF should analyse economic 

outcomes at the country level. 

 

Impact on access to food 

 

A number of civil society organizations have criticized the IMF's policies for their impact 

on peoples' access to food, particularly in developing countries. In October 2008, former 

US President Bill Clinton joined this chorus in a speech to the United Nations World 

Food Day, which criticized the World Bank and IMF for their policies on food and 

agriculture: 

 

We need the World Bank, the IMF, all the big foundations, and all the governments to 

admit that, for 30 years, we all blew it, including me when I was President. We were 

wrong to believe that food was like some other product in international trade, and we all 

have to go back to a more responsible and sustainable form of agriculture. 

– Former US President Bill Clinton, Speech at United Nations World Food Day, October 

16, 2008 

 

Impact on public health 

 

In 2008, a study by analysts from Cambridge and Yale universities published on the 

open-access Public Library of Science concluded that strict conditions on the 

http://en.wikipedia.org/wiki/T%C4%83riceanu
http://en.wikipedia.org/wiki/Civil_society
http://en.wikipedia.org/wiki/Bill_Clinton
http://en.wikipedia.org/wiki/United_Nations
http://en.wikipedia.org/wiki/World_Food_Day
http://en.wikipedia.org/wiki/World_Food_Day
http://en.wikipedia.org/wiki/World_Bank
http://en.wikipedia.org/wiki/Bill_Clinton
http://en.wikipedia.org/wiki/United_Nations
http://en.wikipedia.org/wiki/World_Food_Day


 165 

international loans by the IMF resulted in thousands of deaths in Eastern Europe by 

tuberculosis as public health care had to be weakened. In the 21 countries to which the 

IMF had given loans, tuberculosis deaths rose by 16.6 %. 

 

 

Criticism from free-market advocates 

 

Typically the IMF and its supporters advocate a monetarist approach. As such, adherents 

of supply-side economics generally find themselves in open disagreement with the IMF. 

The IMF frequently advocates currency devaluation, criticized by proponents of supply-

side economics as inflationary. Secondly they link higher taxes under "austerity 

programmes" with economic contraction. 

 

Currency devaluation is recommended by the IMF to the governments of poor nations 

with struggling economies. Some economists claim these IMF policies are destructive to 

economic prosperity. 

 

Complaints have also been directed toward the International Monetary Fund gold reserve 

being undervalued. At its inception in 1945, the IMF pegged gold at US$35 per Troy 

ounce of gold. In 1973, the Nixon administration lifted the fixed asset value of gold in 

favor of a world market price. This need to lift the fixed asset value of gold had largely 

come about because Petrodollars outside the United States were worth more than could 

be backed by the gold at Fort Knox under the fixed exchange rate system. Following this, 

the fixed exchange rates of currencies tied to gold were switched to a floating rate, also 

based on market price and exchange. The fixed rate system had only served to limit the 

nominal amount of assistance the organization could provide to debt-ridden countries. 

Current IMF rules prohibit members from linking their currencies to gold. 

 

Attempts to repair image 

 

Research by the Pew Research Center shows that, more than 60 percent of Asians and 70 

percent of Africans feel that the IMF and the World Bank have a positive effect on their 

country. However it is pertinent to note that the survey aggregated international 

organizations including the World Trade Organization. Also, a similar percentage of 

people in the Western world believed that these international organizations had a positive 

effect on their countries. In 2005, the IMF was the first multilateral financial institution to 

implement a sweeping debt-relief program for the world's poorest countries known as the 

Multilateral Debt Relief Initiative. By year-end 2006, 23 countries mostly in sub-Saharan 

Africa and Central America had received total relief of debts owed to the IMF. 

 

2.5 WORLD BANK 

World Bank is a term used to describe an international financial institution that provides 

leveraged loans to developing countries for capital programs. The World Bank has a 

stated goal of reducing poverty. 
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The World Bank differs from the World Bank Group, in that the World Bank comprises 

only two institutions: the International Bank for Reconstruction and Development 

(IBRD) and the International Development Association (IDA), whereas the latter 

incorporates these two in addition to three more: International Finance Corporation (IFC), 

Multilateral Investment Guarantee Agency (MIGA), and International Centre for 

Settlement of Investment Disputes (ICSID). 

2.5.1 History 

The World Bank is one of two institutions created at the Bretton Woods Conference in 

1944. The International Monetary Fund, a related institution is the second. Delegates 

from many countries attended the Bretton Woods Conference. The most powerful 

countries in attendance were the United States and United Kingdom which dominated 

negotiations.  

1945–1968 

From its conception until 1967 the bank undertook a relatively low level of lending. 

Fiscal conservatism and careful screening of loan applications was common. Bank staff 

attempted to balance the priorities of providing loans for reconstruction and development 

with the need to instill confidence in the bank.  

Bank president John McCloy selected France to be the first recipient of World Bank aid; 

two other applications from Poland and Chile were rejected. The loan was for $987 

million, half the amount requested and came with strict conditions. Staff from the World 

Bank monitored the use of the funds, ensuring that the French government would present 

a balanced budget and give priority of debt repayment to the World Bank over other 

governments. The United States State Department told the French Government that 

Communist elements within the Cabinet needed to be removed. The French Government 

complied with this diktat and removed the Communists coalition government. Within 

hours the loan to France was approved.  

The Marshall Plan of 1947 caused lending by the bank to change as many European 

countries received aid that competed with World Bank loans. Emphasis was shifted to 

non-European countries and until 1968; loans were earmarked for projects that would 

enable a borrower country to repay loans (such projects as ports, highway systems, and 

power plants). 

1968–1980 

From 1968 to 1980 the bank concentrated on meeting the basic needs of people in the 

developing world. The size and number of loans to borrowers was greatly increased as 

loan targets expanded from infrastructure into social services and other sectors. 

These changes can be attributed to Robert McNamara who was appointed to the 

presidency in 1968 by Lyndon B. Johnson. McNamara imported a technocratic 
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managerial style to the Bank that he had used as United States Secretary of Defense and 

President of the Ford Motor Company. McNamara shifted bank policy toward measures 

such as building schools and hospitals, improving literacy and agricultural reform. 

McNamara created a new system of gathering information from potential borrower 

nations that enabled the bank to process loan applications much faster. To finance more 

loans, McNamara told bank treasurer Eugene Rotberg to seek out new sources of capital 

outside of the northern banks that had been the primary sources of bank funding. Rotberg 

used the global bond market to increase the capital available to the bank. One 

consequence of the period of poverty alleviation lending was the rapid rise of third world 

debt. From 1976 to 1980 developing world debt rose at an average annual rate of 20%. 

1980–1989 

In 1980 A.W. Clausen replaced McNamara after being nominated by US President 

Jimmy Carter. Clausen replaced a large number of bank staffers from the McNamara era 

and instituted a new ideological focus in the bank. The replacement of Chief Economist 

Hollis B. Chenery by Anne Krueger in 1982 marked a notable policy shift at the bank. 

Krueger was known for her criticism of development funding as well as third world 

governments as rent-seeking states. 

Lending to service third world debt marked the period of 1980–1989. Structural 

adjustment policies aimed at streamlining the economies of developing nations (at the 

expense of health and social services) were also a large part of World Bank policy during 

this period. UNICEF reported in the late 1980s that the structural adjustment programs of 

the World Bank were responsible for the ―reduced health, nutritional and educational 

levels for tens of millions of children in Asia, Latin America, and Africa‖.  

1989–Present 

From 1989 World Bank policy changed in response to criticism from many groups. 

Environmental groups and NGOs were incorporated in the lending of the bank in order to 

mitigate the effects of the past that prompted such harsh criticism. Bank projects 

"include" green concerns. 

2.5.2 Activities 

Millennium Development Goals 

The World Bank's current focus is on the achievement of the Millennium Development 

Goals (MDGs), lending primarily to "middle-income countries" at interest rates which 

reflect a small mark-up over its own (AAA-rated) borrowings from capital markets; while 

the IDA provides low or no interest loans and grants to low income countries with little 

or no access to international credit markets. The IBRD is a market-based nonprofit 

organization, using its high credit rating to make up for the relatively low interest rate on 

its loans, while the IDA is funded primarily by periodic "replenishments" (grants) voted 

to the institution by its more affluent member countries. The Bank‘s mission is to aid 
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developing countries and their inhabitants to achieve development and the reduction of 

poverty, including achievement of the MDGs, by helping countries develop an 

environment for investment, jobs and sustainable growth, thus promoting economic 

growth through investment and enabling the poor to share the fruits of economic growth. 

The World Bank sees the five key factors necessary for economic growth and the creation 

of an enabling business environment as: 

1. Build capacity: Strengthening governments and educating government officials. 

2. Infrastructure creation: implementation of legal and judicial systems for the 

encouragement of business, the protection of individual and property rights and the 

honoring of contracts. 

3. Development of Financial Systems: the establishment of strong systems capable of 

supporting endeavors from micro credit to the financing of larger corporate ventures. 

4. Combating corruption: Support for countries' efforts at eradicating corruption. 

5. Research, Consultancy and Training: the World Bank provides platform for research 

on development issues, consultancy and conduct training programs (web based, on line, 

tele-/ video conferencing and class room based) open for those who are interested from 

academia, students, government and non-governmental organization (NGO) officers etc. 

The Bank obtains funding for its operations primarily through the IBRD‘s sale of AAA-

rated bonds in the world‘s financial markets. The IBRD‘s income is generated from its 

lending activities, with its borrowings leveraging its own paid-in capital, plus the 

investment of its "float". The IDA obtains the majority of its funds from forty donor 

countries who replenish the bank‘s funds every three years, and from loan repayments, 

which then become available for re-lending. 

The World Bank is active in the following areas: 

- Agriculture and Rural Development 

- Conflict and Development 

- Development Operations and Activities 

- Economic Policy 

- Education 

- Energy 

- Environment 
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- Financial Sector 

- Gender 

- Governance 

- Health, Nutrition and Population 

- Industry 

- Information and Communication Technologies 

- Information, Computing and Telecommunications 

- International Economics and Trade 

- Labor and Social Protections 

- Law and Justice 

- Macroeconomic and Economic Growth 

- Mining 

- Poverty Reduction 

- Poverty 

- Private Sector 

- Public Sector Governance 

- Rural Development 

- Social Development 

- Social Protection 

- Trade 

- Transport 

- Urban Development 

- Water Resources 
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- Water Supply and Sanitation 

Many achievements have brought the MDG targets for 2015 within reach in some cases. 

For the goals to be realized, six criteria must be met: stronger and more inclusive growth 

in Africa and fragile states, more effort in health and education, integration of the 

development and environment agendas, more and better aid, movement on trade 

negotiations, and stronger and more focused support from multilateral institutions like the 

World Bank. 

 

1. Eradicate Extreme Poverty and Hunger from 1990 through 2004, the proportion of 

people living in extreme poverty fell from almost a third to less than a fifth. Although 

results vary widely within regions and countries, the trend indicates that the world as a 

whole can meet the goal of halving the percentage of people living in poverty. Africa‘s 

poverty, however, is expected to rise, and most of the 36 countries where 90% of the 

world‘s undernourished children live are in Africa. Less than a quarter of countries are on 

track for achieving the goal of halving under-nutrition. 

2. Achieve Universal Primary Education the number of children in school in developing 

countries increased from 80% in 1991 to 88 %in 2005. Still, about 72 million children of 

primary school age, 57% of them girls, were not being educated as of 2005. 

3. Promote Gender Equality and Empower Women The tide is turning slowly for women 

in the labor market, yet far more women than men- worldwide more than 60% - are 

contributing but unpaid family workers. The World Bank Group Gender Action Plan was 

created to advance women‘s economic empowerment and promote shared growth. 

4. Reduce Child Mortality There is some improvement in survival rates globally; 

accelerated improvements are needed most urgently in South Asia and Sub-Saharan 

Africa. Estimated 10 million-plus children under five died in 2005; most of their deaths 

were from preventable causes. 

5. Improve Maternal Health Almost the entire half million women who die during 

pregnancy or childbirth every year live in Sub-Saharan Africa and Asia. There are 

numerous causes of maternal death that require a variety of health care interventions to be 

made widely accessible. 

6. Combat HIV/AIDS, Malaria, and Other Diseases Annual numbers of new HIV 

infections and AIDS deaths have fallen, but the number of people living with HIV 

continues to grow. In the eight worst-hit southern African countries, prevalence is above 

15 percent. Treatment has increased globally, but still meets only 30 percent of needs 

(with wide variations across countries). AIDS remains the leading cause of death in Sub-

Saharan Africa (1.6 million deaths in 2007). There are 300 to 500 million cases of 

malaria each year, leading to more than 1 million deaths. Nearly all the cases and more 

than 95 percent of the deaths occur in Sub-Saharan Africa. 
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7. Ensure Environmental Sustainability Deforestation remains a critical problem, 

particularly in regions of biological diversity, which continues to decline. Greenhouse gas 

emissions are increasing faster than energy technology advancement. 

8. Develop a Global Partnership for Development Donor countries have renewed their 

commitment. Donors have to full. Ll their pledges to match the current rate of core 

program development. Emphasis is being placed on the Bank Group‘s collaboration with 

multilateral and local partners to quicken progress toward the MDGs‘ realization 

2.5.3 Leadership 

The President of the Bank, currently Robert B. Zoellick, is responsible for chairing the 

meetings of the Boards of Directors and for overall management of the Bank. 

Traditionally, the Bank President has always been a US citizen nominated by the United 

States, the largest shareholder in the bank. The nominee is subject to confirmation by the 

Board of Governors, to serve for a five-year, renewable term.  

The Executive Directors, representing the Bank's member countries, make up the Board 

of Directors, usually meeting twice a week to oversee activities such as the approval of 

loans and guarantees, new policies, the administrative budget, country assistance 

strategies and borrowing and financing decisions. 

The Vice Presidents of the Bank are its principal managers, in charge of regions, sectors, 

networks and functions. There are 24 Vice-Presidents, three Senior Vice Presidents and 

two Executive Vice Presidents. 

2.5.4 Members 

The International Bank for Reconstruction and Development (IBRD) has 186 member 

countries, while the International Development Association (IDA) has 168 members.
[15]

 

Each member state of IBRD should be also a member of the International Monetary Fund 

(IMF) and only members of IBRD are allowed to join other institutions within the Bank 

(such as IDA).  

2.5.5 Poverty reduction strategies 

For the poorest developing countries in the world, the bank‘s assistance plans are based 

on poverty reduction strategies; by combining a cross-section of local groups with an 

extensive analysis of the country‘s financial and economic situation the World Bank 

develops a strategy pertaining uniquely to the country in question. The government then 

identifies the country‘s priorities and targets for the reduction of poverty, and the World 

Bank aligns its aid efforts correspondingly. 

Forty-five countries pledged US$25.1 billion in "aid for the world's poorest countries", 

aid that goes to the World Bank International Development Association (IDA) which 

distributes the gifts to eighty poorer countries. While wealthier nations sometimes fund 
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their own aid projects, including those for diseases, and although IDA is the recipient of 

criticism, Robert B. Zoellick, the president of the World Bank, said when the gifts were 

announced on December 15, 2007, that IDA money "is the core funding that the poorest 

developing countries rely on". 

2.5.6 Clean Technology Fund management 

The World Bank has been assigned temporary management responsibility of the Clean 

Technology Fund (CTF), focused on making renewable energy cost-competitive with 

coal-fired power as quickly as possible, but this may not continue after UN's Copenhagen 

climate change conference in December, 2009, because of the Bank's continued 

investment in coal-fired power plants.  

2.5.7 Country assistance strategies 

As a guideline to the World Bank's operations in any particular country, a Country 

Assistance Strategy is produced, in cooperation with the local government and any 

interested stakeholders and may rely on analytical work performed by the Bank or other 

parties. 

2.5.8 Criticism 

The World Bank has long been criticized by non-governmental organizations, such as the 

indigenous rights group Survival International, and academics, including its former Chief 

Economist Joseph Stiglitz who is equally critical of the International Monetary Fund, the 

US Treasury Department, US and other developed country trade negotiators. Critics 

argue that the so-called free market reform policies which the Bank advocates are often 

harmful to economic development if implemented badly, too quickly ("shock therapy"), 

in the wrong sequence or in weak, uncompetitive economies.  

In Masters of Illusion: The World Bank and the Poverty of Nations (1996), Catherine 

Caufield argued that the assumptions and structure of the World Bank harms southern 

nations. Caufield criticized its formulaic recipes of "development". To the World Bank, 

different nations and regions are indistinguishable and ready to receive the "uniform 

remedy of development". She argued that to attain even modest success, Western 

practices are adopted and traditional economic structures and values abandoned. A 

second assumption is that poor countries cannot modernize without money and advice 

from abroad. 

A number of intellectuals in developing countries have argued that the World Bank is 

deeply implicated in contemporary modes of donor and NGO imperialism and that its 

intellectual contribution function to blame the poor for their condition. 

One of the strongest criticisms of the World Bank has been the way in which it is 

governed. While the World Bank represents 186 countries, it is run by a small number of 
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economically powerful countries. These countries choose the leadership and senior 

management of the World Bank so their interests dominate the bank.  

The World Bank has dual roles that are contradictory: that of a political organization and 

that of a practical organization. As a political organization the World Bank must meet the 

demands of donor and borrowing governments, private capital markets and other 

international organizations. As an action-oriented organization, it must be neutral, 

specializing in development aid, technical assistance and loans. The World Bank‘s 

obligations to donor countries and private capital markets have caused it to adopt policies 

which dictate that poverty is best alleviated by the implementation of "market" policies.  

In the 1990s the World Bank and the IMF forged the Washington Consensus, policies 

which included deregulation and liberalization of markets, privatization and the 

downscaling of government. Though the Washington Consensus was conceived as a 

policy that would best promote development, it was criticized for ignoring equity, 

employment and how reforms like privatization were carried out. Many now agree that 

the Washington Consensus placed too much emphasis on the growth of GDP and not 

enough on the permanence of growth or on whether growth contributed to better living 

standards.  

Some analysis shows that the World Bank has increased poverty and been detrimental to 

the environment, public health and cultural diversity. Some critics also claim that the 

World Bank has consistently pushed a neoliberal agenda, imposing policies on 

developing countries which have been damaging, destructive and anti-developmental.  

It has also been suggested that the World Bank is an instrument for the promotion of US 

or Western interests in certain regions of the world. even South American nations have 

established the Bank of the South in order to reduce US influence in the region. Criticism 

of the bank, that the President is always a citizen of the United States, nominated by the 

President of the United States (though subject to the "approval" of the other member 

countries). There have been accusations that the decision-making structure is 

undemocratic as the US has a veto on some constitutional decisions with just over 16% of 

the shares in the bank; decisions can only be passed with votes from countries whose 

shares total more than 85% of the bank's shares. A further criticism concerns internal 

management and the manner in which the World Bank is said to lack accountability.  

Criticism of the World Bank often takes the form of protesting as seen in recent events 

such as the World Bank Oslo 2002 Protests, the October Rebellion, and the Battle of 

Seattle. Such demonstrations have occurred all over the world, even amongst the 

Brazilian Kayapo people.  

In 2008, a World Bank report which found that biofuels had driven food prices up 75% 

was not published. Officials confided that they believed it was suppressed to avoid 

embarrassing the President of the United States, George W. Bush.  
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Knowledge Production 

The World Bank has been criticised for the manner in which it engages in ―the 

production, accumulation, circulation and functioning‖ of knowledge. The Bank‘ 

production of knowledge has become integral to the funding and justification of large 

capital projects. The Bank relies on ―a growing network of translocal scientists, 

technocrats, NGOs, and empowered citizens to help generate data and construct 

discursive strategies‖. Its capacity to produce authoritative knowledge is a response to 

intense scrutiny of Bank projects resulting from the successes of growing anti-Bank and 

alternative-development movements. ―Development has relied exclusively on one 

knowledge system, namely, the modern Western one. The dominance of this knowledge 

system has dictated the marginalization and disqualification of non-Western knowledge 

systems‖. It has been remarked, that in these alternative knowledge systems researchers 

and activists might find alternative rationales to guide interventionist action away from 

Western (Bank) produced ways of thinking. Knowledge production has become an asset 

to the Bank and ―it is generated and used in highly strategic ways‖ to provide 

justifications for development. 

Structural Adjustment 

The effect of structural adjustment policies on poor countries has been one of the most 

significant criticisms of the World Bank. The oil crisis in the late 1970s plunged many 

countries into economic crises. The World Bank responded with structural adjustment 

loans which distributed aid to ailing countries while enforcing policy changes meant to 

reduce inflation and fiscal imbalance. Some of these policies included encouraging 

production, investment and labour-intensive manufacturing, changing real exchange rates 

and altering the distribution of government resources. Structural adjustment policies were 

most effective in countries with an institutional framework that allowed these policies to 

be implemented easily. For some countries, particularly in Sub-Saharan Africa economic 

growth regressed and inflation worsened. The alleviation of poverty was not a goal of 

structural adjustment loans and the circumstances of the poor often worsened due to a 

reduction in social spending and an increase in the price of food as subsidies were lifted.  

By the late 1980s, international organizations began to admit that structural adjustment 

policies were worsening life for the world‘s poor. The World Bank changed structural 

adjustment loans allowing for social spending to be maintained and encouraging a slower 

change to policies such as transfer of subsidies and price rises. In 1999 the World Bank 

and the IMF introduced the Poverty Reduction Strategy Paper approach to replace 

structural adjustment loans. The Poverty Reduction Strategy Paper approach has been 

interpreted as an extension of structural adjustment policies as it continues to reinforce 

and legitimize global inequities. Neither approach has addressed the inherent flaws within 

the global economy that contribute to economic and social inequities within developing 

countries. By reinforcing the relationship between lending and client states, many believe 

that the World Bank has usurped indebted countries' power to make economic policy.  
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Water Privatization 

Sociologist Michael Goldman has argued that ―Industry analysts predict that private 

water will soon be a capitalized market as precious, and as war-provoking, as oil‖. 

Goldman says ―These days, an indebted country cannot borrow capital from the World 

Bank or IMF without a domestic water privatization policy as a precondition‖. The Bank 

is utilizing ―the 'Washington Consensus' model of "development" to promote water 

privatization. Following this model the World Bank is forcing many countries to 

commodify9 their water resources, rather than using their expertise in the public sector to 

acknowledge water as a universal human right and an essential public service‖. The push 

for water privatization development plays upon ―the shocking tragedy that much of the 

world lacks affordable clean water‖. This image creates ―new opportunities in 

development though it may have little to do with ultimately quenching‖ the needs of 

impoverished countries. ―The problem of water scarcity for the world‘s poor has been 

analyzed by the World Bank as one in which the public sector has failed to deliver and 

has therefore prevented development from ―taking off‖ and the economy from 

modernizing. If the state cannot deliver something as basic as water and sanitation, the 

argument goes; it is a strong indication of a general failure of public-sector capacity‖. 

However, ―with the sale or lease of a public good comes more than simply a privatized 

service; alongside it comes a wide set of postcolonial institutional forces that intervenes 

in state-citizen relations and North-South dynamics‖.  

Business and political interests of main stakeholders 

Although controversial and far from proven, there is criticism that World Bank and IMF 

are used as a means to fulfill business (interests of large corporations to enter the natural 

resource markets of the country and obtain the legal guarantees that it can stay there) or 

political needs of the main IMF donors (mostly USA), that were previously historically 

obtained by more direct activity - war, economic blockade, espionage. See for example 

Confessions of an Economic Hit Man. 

Sovereign immunity 

Despite claiming goals of ―good governance and anti-corruption″ the World Bank 

requires sovereign immunity against countries it deals with. Sovereign immunity waives 

a holder from all legal liability for their actions. It is proposed that this immunity from 

responsibility is a ―shield to which [The World Bank] wants resort to for escaping 

accountability and security by the people.‖ As the United States has veto power, it can 

prevent the World Bank from taking action against its interests 

2.6 ASIAN DEVELOPMENT BANK 

The Asian Development Bank (ADB) is a regional development bank established in 1966 

to promote economic and social development in Asian and Pacific countries through 

loans and technical assistance. It is a multilateral development financial institution owned 

by 67 members (as of 2 February 2007), 48 from the region and 19 from other parts of 
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the globe. ADB's vision is a region free of poverty. Its mission is to help its developing 

member countries reduce poverty and improve the quality of life of their citizens. 

The work of the Asian Development Bank (ADB) is aimed at improving the welfare of 

the people in Asia and the Pacific, particularly the 1.9 billion who live on less than $2 a 

day. Despite many success stories, Asia and the Pacific remains home to two thirds of the 

world are poor. 

The bank was conceived with the vision of creating a financial institution that would be 

"Asian in character" to foster growth and cooperation in a region that back then was one 

of the world's poorest. ADB raises funds through bond issues on the world's capital 

markets, while also utilizing its members' contributions and earnings from lending. These 

sources account for almost three quarters of its lending operations. 

Although recent economic growth in many member countries have led to a change in 

emphasis to some degree, throughout most of its history the bank has operated on a 

project basis, specifically in the areas of infrastructure investment, agricultural 

development and loans to basic industries in member countries. Although by definition 

the bank is a lender to governments and government entities, it also provides direct 

assistance to private enterprises and has also participated as a liquidity enhancer and best 

practice enabler in the private sectors of regional member countries. 

The primary human capital asset of the bank is its staff of professionals, encompassing 

academic and/or practical experts in the areas of agriculture, civil engineering, 

economics, environment, health, public policy and finance. Professional staff are drawn 

from its member countries and given various incentives to relocate to Manila. 

It is conceivable that once all of Asia-Pacific reaches a certain level of living standard the 

bank will be wound down or reconfigured to operate as a commercial enterprise. 

2.6.1 Organization 

The highest policy-making body of the bank is the Board of Governors composed of one 

representative from each member state. The Board of Governors, in turn, elect among 

themselves the 12 members of the Board of Directors and their deputy. Eight of the 12 

members come from regional (Asia-Pacific) members while the others come from non-

regional members. 

The Board of Governors also elect the bank's President who is the chairperson of the 

Board of Directors and manages ADB. The president has a term of office lasting five 

years, and may be reelected. Traditionally, and because Japan is one of the largest 

shareholders of the bank, the President has always been Japanese. The current President 

is Haruhiko Kuroda. 

The headquarters of the bank is at 6 ADB Avenue, Mandaluyong City, Metro Manila, 

Philippines, and it has representative offices around the world. The bank employs 
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approximately 2,400 people, coming from 55 of its 67 member countries, and with more 

than half of the staff being Filipino. 

2.6.2 ADB Lending 

ADB's annual project lending amounts to about US$7 billion per year with typical 

lending per project being in the $100 million range. 

2.6.3 Notable ADB projects and Technical Assistance 

 Afghan Diaspora Project 

 Funding Utah State University led projects to bring labor skills in Thailand 

 Earthquake and Tsunami Emergency Support Project in Indonesia 

 Greater Mekong Subregional Program 

 ROC Ping Hu Offshore Oil and Gas Development 

 Strategic Private Sector Partnerships for Urban Poverty Reduction in the 

Philippines 

 Trans-Afghanistan Gas Pipeline Feasibility Assessment 

 Loan of $1.2 billion to bail it out of an impending economic crisis in Pakistan and 

on going funding for the countries growing energy needs, specifically Hydro-

power projects 

 Micro finance support for private enterprises, in conjunction with governments, 

including Pakistan and India. 

2.6.4 Effectiveness 

Given ADB's annual lending volume, the return on investment in lesson learning for 

operational and developmental impact is likely to be high and maximizing it is a 

legitimate concern. All projects funded by ADB are evaluated to find out what results are 

being achieved, what improvements should be considered, and what is being learned. 

There are two types of evaluation: independent and self-evaluation. Self-evaluation is 

conducted by the units responsible for designing and implementing country strategies, 

programs, projects, or technical assistance activities. It comprises several instruments, 

including project/program performance reports, midterm review reports, technical 

assistance or project/program completion reports, and country portfolio reviews. All 

projects are self-evaluated by the relevant units in a project completion report. ADB‘s 

project completion reports are publicly disclosed on ADB‘s Internet site. Client 

governments are also required to prepare their own project completion reports. 

Independent evaluation is a foundation block of organizational learning: it is essential to 

transfer increased amounts of relevant and high-quality knowledge from experience into 

the hands of policy makers, designers, and implementers. ADB‘s Operations Evaluation 

Department (OED) conducts systematic and impartial assessment of policies, strategies, 

country programs, and projects, including their design, implementation, results, and 

associated business processes to determine their relevance, effectiveness, efficiency, and 
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sustainability following prescribed methods and guidelines, It also validates self-

evaluations. By this process of evaluation, ADB demonstrates three elements of good 

governance: (i) accountability, by assessing the effectiveness of ADB's operations; (ii) 

transparency, by independently reviewing operations and publicly reporting findings and 

recommendations; and (iii) improved performance, by helping ADB and its clients learn 

from past experience to enhance ongoing and future operations. 

Operations evaluation has changed from the beginnings of evaluation in ADB in 1978. 

Initially, the focus was on assessing after completion the extent to which projects had 

achieved their expected economic and social benefits. Operations evaluation now shapes 

decision making throughout the project cycle and in ADB as a whole. Since the 

establishment of its independence in 2004, OED reports directly to ADB‘s Board of 

Directors through the Board's Development Effectiveness Committee. Behavioral 

autonomy, avoidance of conflicts of interest, insulation from external influence, and 

organizational independence have made evaluation a dedicated tool—governed by the 

principles of usefulness, credibility, transparency, and independence—for greater 

accountability and making development assistance work better. Independent Evaluation 

at the Asian Development Bank presents a perspective of evaluation in ADB from the 

beginnings and looks to a future in which knowledge management plays an increasingly 

important role.  

In recent years, there has been a major shift in the nature of OED‘s work program from a 

dominance of evaluations of individual projects to one focusing on broader and more 

strategic studies. To select priority topics for evaluation studies, OED seeks input from 

the Development Effectiveness Committee, ADB Management, and the heads of ADB 

departments and offices. The current thrusts are to: (i) improve the quality of evaluations 

by using more robust methodologies; (iii) give priority to country/sector assistance 

program evaluations; (iv) increase the number of joint evaluations; (v) validate self-

evaluations to shorten the learning cycle; (vi) conduct more rigorous impact evaluations; 

(vii) develop evaluation capacity, both in ADB and in DMCs; (viii) promote portfolio 

performance; (ix) evaluate business processes; and (x) disseminate findings and 

recommendations and ensure their use. OED's work program has also been reinterpreted 

to emphasize organizational learning in a more clearly defined results architecture and 

results framework. It entails (i) conducting and disseminating strategic evaluations (in 

consultation with stakeholders), (ii) harmonizing performance indicators and evaluation 

methodologies, and (iii) developing capacity in evaluation and evaluative thinking. All 

evaluation studies are publicly disclosed on OED's website (some evaluations of private 

sector operations are redacted to protect commercially confidential information). OED's 

evaluation resources are displayed by resource type, topic, region and country, and date. 

Learnings are also gathered in an online Evaluation Information System offering a 

database of lessons, recommendations, and ADB Management responses to these. Details 

of ongoing evaluations and updates on their progress are made public too.  

Beginning 2006, acting within the knowledge management framework of ADB, OED has 

applied knowledge management to lesson learning, using knowledge performance 

metrics. Learning Lessons in ADB sets the strategic framework for knowledge 
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management in operations evaluation. Improvements have been made that hold promise 

not only in OED but, more importantly, vis-à-vis its interfaces with other departments 

and offices in ADB, developing member countries, and the international evaluation 

community. In the medium term, OED will continue to improve the organizational 

culture, management system, business processes, and information technology solutions, 

community of practice, and external relations and networking for lesson learning. Among 

the new knowledge products and services developed, Learning Curves are handy, two-

paged quick references designed to feed findings and recommendations from evaluation 

to a broader range of clients Evaluation News report on events in monitoring and 

evaluation. Evaluation Presentations offer short photographic or Powerpoint displays on 

evaluation topics. Auditing the Lessons Architecture highlights the contribution that 

knowledge audits can make to organizational learning and organizational health.  

Of the 1,106 ADB-funded projects evaluated and rated so far (as of December 2007), 

65% were assessed as being successful, 27% partly successful and 8% as unsuccessful. 

2.6.5 Criticism 

Oxfam Australia has criticized the Asian Development Bank of insensitivity to local 

communities. "Operating at a global and international level, these banks can undermine 

people's human rights through projects that have detrimental outcomes for poor and 

marginalized communities." The bank also received criticism from the United Nations 

Environmental Program, stating in a report that "much of the growth has bypassed more 

than 70 percent of its rural population, many of whom are directly dependent on natural 

resources for livelihoods and incomes."  

The bank has also been criticized by Vietnam War veterans for funding projects in Laos, 

because of the United States' 15% stake in the bank, underwritten by taxes. Laos became 

a communist country after the U.S. withdrew from Vietnam and the Laotian Civil War 

was won by the Pathet Lao, which is widely understood to have been supported by the 

North Vietnamese Army. 

In 2009, the bank endorsed a 2.9-billion-dollar funding strategy for proposed projects in 

India. The projects in this strategy were only indicative and still needed to be further 

approved by the bank's Board of Directors; however, PRC Foreign Ministry spokesman 

Qin Gang claimed, "The Asian Development Bank, regardless of the major concerns of 

China, approved the India Country Partnership strategy which involves the territorial 

dispute between China and India. China expresses its strong dissatisfaction over this... 

The bank's move not only seriously tarnishes its own name, but also undermines the 

interests of its members." 

2.7 INDIA AND WTO 
 

India is one of the founding members of WTO along with 134 other countries. India's 

participation in an increasingly rule based system, in governance of International trade, 

would ultimately lead to better prosperity for the nation. Various trade disputes of India 
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with other nations have been settled through WTO. India has also played an important 

part in the effective formulation of major trade policies. By being a member of WTO 

several countries is now trading with India, thus giving a boost to production, 

employment, standard of living and an opportunity to maximize the use of the world 

resources. 
 

2.7.1 India & the World Trade Organization  

India is a founder member of the General Agreement on Tariffs and Trade  (GATT) 1947 

and its successor, the World Trade Organization (WTO), which came into effect on 

1.1.95 after the conclusion of the Uruguay Round (UR) of Multilateral Trade 

Negotiations.  India‘s participation in an increasingly rule based system in the 

governance of international trade is to ensure more stability and predictability, which 

ultimately would lead to more trade and prosperity for itself and the 134 other nations 

which now comprise the WTO.  India also automatically avails of MFN and national 

treatment for its exports to all WTO Members.  

2.7.2 Ministerial Conferences of WTO  

The first Ministerial Conference held in 1996 in Singapore saw the commencement of 

pressures to enlarge the agenda of WTO. Pressures were generated to introduce new 

Agreements on Investment, Competition Policy, Transparency in Government 

Procurement and Trade Facilitation. The concept of Core Labor Standards was also 

sought to be introduced. India and the developing countries, who were already under the 

burden of fulfilling the commitments undertaken through the Uruguay Round 

Agreements, and who also perceived many of the new issues to be non-trade issues, 

resisted the introduction of these new subjects into WTO. They were partly successful. 

The Singapore Ministerial Conference (SMC) set up open ended Work Program to study 

the relationship between Trade and Investment; Trade and Competition Policy; to 

conduct a study on Transparency in Government Procurement practices; and do 

analytical work on simplification of trade procedures (Trade Facilitation). Most 

importantly the SMC clearly declared on the Trade- Labor linkage as follows:  

"We reject the use of labor standards for protectionist purposes, and agree that the 

comparative advantage of countries, particularly low-wage developing countries, must in 

no way be put into question. In this regard we note that the WTO and ILO Secretariat 

will continue their existing collaboration".  

The Second Ministerial Conference of WTO, held at Geneva in May 1998, 
established a process to prepare for the Third Ministerial Conference and to submit 

recommendations regarding the WTO's future work program, which would enable 

Members to take decisions at the Third Ministerial Conference at Seattle.  

The Geneva Ministerial Conference (GMC) Declaration had identified the following 

issues for the General Council's work, paragraphs 9(a) to 9(b) of the Declaration:  
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(a)  

i.       Issues, including those brought forward by Members, relating to implementation of 

existing agreements and decisions;  

 

ii.      The negotiations already mandated at Marrakesh (Agriculture and Services) and to 

ensure that such negotiations begin on schedule;  

 

iii.     Mandated reviews already provided for under other existing agreements and 

decisions taken at Marrakesh;  

(b)   Recommendations concerning other possible future work on the basis of the work 

program initiated at Singapore Ministerial Conference consisting of:  

i.       Trade and Investment;  

ii.      Trade and Competition Policy;  

iii.     Transparency in Government Procurement;  

iv.     Trade Facilitation. 

(c)   Recommendations on the follow-up to the High-Level Meeting on Least-Developed 

countries;  

(d) Recommendations arising from consideration of other matters proposed and agreed to 

by Members concerning their multilateral trade relations.  

The 3rd Ministerial Conference held in Seattle during 30th November-3rd December, 

1999 was being looked up by many, specially in the developing countries, as a launching 

pad for a comprehensive round of negotiations.  

In the preparatory process in the General Council of the WTO (September 1998 to 

September 1999), new issues which were proposed for the negotiating agenda by some 

Members under paragraph 9(d) are as follows:  

a)     Industrial Tariffs  

b)     (b) Global Electronic Commerce  

c)     (c) Trade and Labour Standards  

d)     Trade and Environment  

e)     Coherence in the interaction of WTO and other international organizations.  
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Outcome of the Seattle Ministerial Conference of WTO  

The Indian delegation to the Third Ministerial Conference of the WTO was led by the 

Union Minister of Commerce & Industry, Mr. Murasoli Maran. The delegation also 

included Members of Parliament, senior officials from different Ministries and 

representatives from the apex Chambers of commerce and industry.  

The Seattle Conference attracted wide attention because of proposals by some countries 

to press for the launching of a comprehensive round of negotiations covering subjects as 

wide ranging as labour issues, coherence in global economic architecture, agriculture etc. 

Even before the commencement of the Conference there were widespread protests and 

demonstrations in Seattle by a number of anti-WTO groups ranging from environmental 

activists to labour unions. The inaugural session which was to be held in the forenoon of 

30th November, 1999 had to be abandoned because of disturbances. The plenary which 

was to start in the afternoon on the same day had to be held under heavy police 

protection.  

The Chairmen of various Working Groups tried to narrow down the differences in their 

respective groups with a view to arriving at a consensus in the draft Ministerial text that 

had been transmitted from the Geneva preparatory process. However, in view of the wide 

divergence of views, no group could present draft texts for inclusion in the Ministerial 

declaration acceptable to all the members.  

As there was no prospect of reaching a conclusion on a large number of issues, it was 

decided after consultation among key members that it would not be practicable to adopt 

any Ministerial declaration. The Chairperson of the Conference made only a brief 

statement on 3rd December followed by brief reports by the Chairmen of the various 

groups. The Chairperson observed that divergences of opinion remained that would take 

time to be narrowed down. It was therefore, decided to suspend the work of the Seattle 

Ministerial Conference.  

While the above constituted the overall outcome, the deliberations and consultations 

which took place on several of the important issues are briefly outlined below subject-

wise (these positions are indicative and not definitive since a number of delegations, 

including ourselves, made it clear that nothing was agreed until everything was agreed).  

(a)   Implementation issues : A good deal of discussions took place on this subject in 

Seattle, further to the extensive consultations held in Geneva earlier. The Working 

Group Chairman (Canada) came up with a final proposal (similar to what was mooted 

by the Secretariat) that meant a few immediate decisions at Seattle and establishment 

of a special mechanism to examine and make recommendations within one year, and 

in any case by the Fourth Ministerial Session, on other implementation issues. The 

Chairman's text also proposed negotiations in respect of Anti-Dumping and Subsidies 

Agreements. While India and most other countries were prepared to go along with the 

Chairman's text, the US had reservations and was opposed to any negotiations on 

anti-dumping and subsidies and could, at the most, agree to a few (not all) of the 
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issues raised by the Committee on Anti-Dumping and Subsidies respectively. No 

consensus could, therefore, emerge.  

(b)   Agriculture : Mandated negotiations have to commence on 1.1.2000 on Agriculture. 

In the run-up to Seattle,however, the Cairns Group of countries supported by US 

sought to secure a more rigorous negotiating mandate that would speed up 

elimination/ reduction of their export/domestic subsidies. EC, Japan, Norway etc., 

resisted this to the very end. While EC appeared to display some flexibility on this 

issue, Japan put up stiff opposition on further inroads into elimination of domestic 

subsidies.As for India, our concerns relating to food security were adequately 

reflected.  

(c)   Services: No substantive negotiation took place in Seattle as there was hardly any 

divergence of views on the draft text which adequately takes into account India's 

concerns.  

(d)   Investment and Competition Policy : India, Malaysia, Hong Kong, China and 

Pakistan proposed the continuation of the study process launched at Singapore. EC 

and others stubbornly argued that they wanted negotiations to be launched right away. 

Given this, the talks broke off but a 'bridge proposal' which aimed at carrying forward 

the study process to prepare for negotiations to be launched by the Fourth Ministerial 

Conference began to take shape. While India, Malaysia, Hong Kong, China and 

Pakistan continued to oppose even the "bridge proposal", a number of other 

developing countries (including countries such as Zimbabwe, Sri Lanka and Egypt) 

showed inclination to agree to launch negotiations or to agree to the compromise 

proposal.  

(e)   Market Access for non-agricultural items : There was virtually no opposition for 

the launching of negotiations in this area except that a number of developing 

countries including ourselves pointed out the priority that we attached to the 

implementation issues and made it clear that agreeing to any text on this issue 

depended on progress in other areas. The text which evolved during the Green Room 

consultations left open the modalities to be followed for the tariff reduction exercise 

although the APEC countries wanted a specific reference to their Accelerated Tariff 

Liberalisation (ATL) initiative. EU wanted a common tariff reduction method to be 

adopted for all countries while certain others preferred a formula approach to be the 

main methodology. While our concerns were largely met in the draft text, the US 

insisted on avoiding any reference to peak-tariffs saying it was a politically sensitive 

issue. Several developing countries, including us, however, firmly opposed the 

substitution of 'peak tariffs' by any other phraseology. This matter still needs to be 

resolved.  

(f)    Transparency in Government Procurement : There were broadly three proposals 

on this subject at the Seattle Ministerial. First, that the Working Group should 

continue its work until the fourth Ministerial session. India and number of developing 

countries supported this proposal. Second, that the Seattle Ministerial should mandate 
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commencement of negotiations based on the elements that had formed the basis of 

discussion in the Working Group with the objective of concluding an Agreement at 

the latest by the Fourth Ministerial session. A number of developed and developing 

countries such as Brazil and South Africa supported this proposal. Third, that the 

Ministers adopt at Seattle an Agreement on Transparency in Government 

Procurement based on the formulation proposed by the United States and the 

European Communities. After further discussions in the open-ended Seattle Working 

Group on Singapore issues and other issues, its Chairman gave his understanding that 

there was virtual consensus among Members present on the second proposal. He 

noted that India was the only Member present that stated that it could not join such a 

consensus and urged India to reconsider its position. India had stated that it could 

only support further work in the Working Group aimed at arriving at a consensus on 

the elements of a Transparency agreement.  

(g)   Trade and Environment : Developed countries, particularly EU, were very keen on 

negotiations on environment related issues to accommodate concerns of their civil 

society. They wanted environmental considerations integrated throughout the 

negotiations in the new Round ('mainstreaming') which will also dilute the focussed 

mandate of the Committee on Trade and Environment (CTE ) to that extent. USA was 

further keen that Members right to set high environmental standards was not 

undermined by trade rules. US and CAIRNS Group countries also called for the 

removal of environmentally damaging subsidies such as agricultural subsidies and 

fishery subsidies that contributed to over capacity. Developing countries sought 

adjustments in the TRIPS Agreement for preservation of biological diversity and 

reward for traditional knowledge. The proposal to mainstream environment and dilute 

the role of CTE and the US proposal regarding environmental standards were 

opposed by some developing countries including India while there was considerable 

support for removal of environment- related subsidies. The TRIPS related proposals 

were supported by some, but there was no consensus.  

(h)   Intellectual Property : Many members were willing to complete the negotiations on 

the establishment of a multilateral system of notification and registration of 

geographical indications for wines and possibly spirits, while there was an emerging 

consensus for an early decision on the ongoing discussions on inclusion of other 

products for the higher level of protection as has been provided to wines under Art 23 

of TRIPS. Other work programmes proposed to be launched at Seattle included a 

proposal to make recommendations to the Fourth Ministerial Conference on the scope 

for protection for traditional knowledge and folkfore under the TRIPS Agreement, 

and review of Article 71.1, including enhancing the Agreement to respond to its 

objectives and principles as well as new developments elsewhere, and of Article 

27.3(b) relating to life forms and plant varieties.  

(i)    Other issues : There were a few other issues which were less controversial. Subjects 

belonging to this category included E-commerce and trade facilitation. A proposal to 

set up a working group on transfer of Technology, supported by India also found 

wide support but was opposed by USA, while EC and some others preferred 
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discussions on this issue within the Committee on Trade and Development. On the 

other hand, the proposed Working Group on Bio-technology, pursued by USA was 

hardly discussed because of strong opposition from many members, including India.  

(j)     Regarding transparency in the functioning of WTO, US and EU were keen for some 

kind of mechanism whereby civil society could participate in the WTO functioning, 

inter alia, through amicus curiae briefs in the trade dispute settlement mechanism. But 

this was sharply opposed by India and many other developing countries.  

The Road Ahead  

As earlier stated, no consensus could emerge as a result of the divergences that persisted 

on various issues and the Seattle Conference had to be suspended. For the present, it can 

only be said that the mandated negotiations in agriculture and services and mandated 

reviews would commence as scheduled from January 2000. The Ministerial Conference 

may resume its work only after the Director General of WTO has been able to consult 

with delegations and recommend its reconvening after making sure that the next time 

around there will be greater degree of consensus. In his statement after the Conference, 

Director General Moore said that it was "vital to maintain and consolidate what has 

already been achieved". However, there is no final agreed Conference document which 

records the progress already achieved.  

Moves are already afoot to reconvene the Ministerial meeting. The European Union is in 

particular keen that this is quickly achieved with the launch of a comprehensive round of 

negotiations. The DG of WTO is also stated to be of the view that the Ministerial meeting 

should resume early. We have informed all those who have approached us that the 

contentious issues like labour standards should be off the table and further there should 

be narrowing down of differences on all issues before any attempt is made to reconvene 

the Ministerial meeting. The developments in the next few months are beings watched.  

Environmental concerns are already built into the existing Agreements and there is also a 

Committee on Trade and Environment. Our objection is not to environmental standards 

per se but the possibility of misuse of environmental standards for protectionist purposes. 

We are opposing the enlargement of the mandate of the Committee on Trade and 

Environment and to what is called the mainstreaming of environment in all the 

agreements. US is very keen that they should have the right to lay down higher level of 

environmental standards in a non-discriminatory manner. It appears that many of the 

countries may agree to higher standards of environmental protection measures being 

implemented by any country so long as they are non-discriminatory and are not used for 

protectionist purposes.  

On the issue of labour standards, however, there is considerable opposition to its 

inclusion in the agenda from many countries. A view point being advocated is that there 

should be no objection to a direction by WTO to ILO to make a study as it will not 

amount to giving negotiating mandate and that the developing countries can always say 

no to negotiations even at a subsequent stage. Even this, limited scope, if agreed to, is 
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however, not without some risk. We are therefore carefully monitoring these and other 

developments while seeking to actively mobilise the support of like minded countries in 

all possible fora on issues of concern and interest to us.  

2.7.3 Post Seattle Scenario  

India is taking advantage of this 'time out' to consolidate its position on issues of its 

interest in the WTO. Three pronged efforts have been launched which are as follows:  

(a) On the one hand, India has continued to highlight the areas of its concern at 

important bilateral and multilateral meetings, which have been as follows :  

In his meeting with the Director General WTO on 12th January 2000 at New Delhi 

Commerce and Industry Minister emphasised that globalisation has caused uneven 

growth, increasing the disparities between the richest and the poorest. This has to be 

addressed, inter alia, by addressing the implementation problems in existing Agreements 

and operationalising the special and differential clauses in favour of developing countries. 

A consensus could be reached only if the more controversial issues, such as non-trade 

related issues, could be eliminated from WTO.  

In his statement at UNCTAD-X (Bangkok 13th February 2000), the Minister 

highlighted that "International rule making must ....permit flexibility and autonomy to 

developing countries to pursue their material development strategies on the basis of needs 

and aspirations of their people." He registered a strong protest on the part of the 

developing countries as to how issues extraneous to trade, such as labour standards, are 

sought to be put on the negotiating agenda, while, on the other hand issues such as the 

cross border movement of persons, a matter of great interest to developing countries is 

resisted by developed countries. On the margins of the UNCTAD Conference at 

Bangkok, he had also used this opportunity to have bilateral and plurilateral meetings 

with a view to evolve common stand on important WTO issues.  

The UNCTAD Plan of Action has taken on board some of the important concerns of 

developing countries on implementation issues by inter alia recognising that "in the 

course of implementation of the WTO Agreements, most developing countries consider 

that certain imbalances and asymmetries exist" and that "these problems need to be 

addressed urgently so as to ensure that the multilateral trading system results in mutual 

benefits for all countries." India was also able to moderate the wording on global 

coherence as much as "coherence" has been diluted to "cooperation" in the critical 

portions of the UNCTAD-X Declaration and Plan of Action. India feels that strengthened 

'coherence' between WTO and the UN organizations may lead to increased cross 

conditionalities which may narrow down our policy options for development. Thus our 

success in diluting the coherence brief in UNCTAD is significant.  

(b) Under the second track of post-Seattle follow up Government has held 

consultations to appraise the situation arising out of the failure of the Seattle 

Ministerial Conference to reach consensus on major issues. A meeting of the 
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Advisory Committee on International Trade was convened on February 3, 2000 to 

apprise the Committee of the important developments at and immediately after Seattle 

and seek the Committee's advice on the way forward. The gist of the Committee's advice 

to Government has been to ask Government to review the implementation issues and 

prioritise those which are of core interest; to ensure that our implementation demands are 

properly attuned to our autonomous programme of domestic economic liberalisation; to 

evolve a suitable response to a situation where even some of the developing countries are 

willing to accept some watered down version of a group on trade and labour in 

association with the WTO; and evolve our stand on environment so that we don't appear 

to be against protection of environment; to give adequate publicity to our positive record 

of adherence to ILO conventions and ongoing efforts for implementation of core labour 

standards; and to formulate a national consensus on biotechnology etc.  

(c)The third strand of our post-Seattle approach has been to participate actively in 

the meetings of the General Council of the WTO and its subsidiary bodies to continue 

to emphasise the areas of our concern. India has participated actively in the General 

Council meetings held post-Seattle on 17th December, 1999 and on 2nd, 7th and 29th 

February, 2000.  

2.8 THE WORLD BANK – INDIA COUNTRY OVERVIEW 

In the past two decades, India   has been making sustained progress on a scale, size and 

pace that is unprecedented in its own history. A low-income country with mass poverty at 

the time of Independence in 1947, India now has a diminishing pool of very poor people 

and is poised to cross the threshold to join the ranks of the world‘s middle-income 

countries. Over these past 62 years, the country has been successful on a number of 

fronts: 

 It has maintained electoral democracy  

 Reduced absolute poverty by more than half*  

 Dramatically improved literacy  

 Vastly improved health conditions  

 Become one of the world‘s fastest growing economies with average growth rates 

of 9% over the past four years  

 Emerged as a global player in information technology, business process 

outsourcing, telecommunications, and pharmaceuticals 

* based on the official poverty line 

  

2.8.1 Impact of Global Financial Crisis 
  

The global financial crisis has, however, not left the country unscathed. Although India‘s 

economy grew at 6.1% in the quarter ending June 2009 - among the highest growth rates 

in the world – this still represents a significant dip from the annual peak of 9.7% in 

2006/07. 

  



 188 

The slowdown is likely to have a large and immediate impact on employment and 

poverty. Job creation is likely to remain a key concern as new entrants to the labor force - 

relatively better educated and with higher aspirations - continue to put pressure on the job 

market. 

The country has the option of turning the crisis into an opportunity. The most binding 

constraints to growth and inclusion will need to be addressed: improving infrastructure, 

developing the small and medium enterprises sector, building skills, and targeting social 

spending at the poor.  Systemic improvements in the design and governance of public 

programs are crucial to get results from public spending. Improving the effectiveness of 

these programs - that account for upto 8-10% of GDP - will therefore be an important 

part of the challenge. 

  

2.8.2 Key Issues 
  

1. Making Growth More Inclusive 
  

Faster economic growth has seen rising disparities between urban and rural areas, 

prosperous and lagging states, and skilled and low-skilled workers. India‘s richest states 

now have incomes that are five times higher than those of the poorest states – a gap that 

is higher than in most other democratic countries. The challenge will now be to ensure 

that pockets of poverty do not increase in this downturn. 

  

Small and medium enterprises (SME):    Small and medium enterprises are essential 

for dynamic economic growth and job creation. The sector has, however, been hit hard by 

the current downturn with credit growth slowing and demand falling in both domestic 

and export markets.  As access to finance for this sector is key, the World Bank has, in 

September 2009, agreed to extend budgetary support of $2 million to the Government of 

India to help public sector banks expand credit for SME, as well as for the development 

of infrastructure and the rural economy. Moreover, in June 2009, the World 

Bank provided additional financing of $400 million to the Small Industries Development 

Corporation of India (SIDBI) to assist India's SME sector through the financial crisis. 

  

Agricultural and rural development: Some two-thirds of India‘s people depend on 

rural employment for a living. While the agriculture sector grew at only about 2.5% a 

year for a number of years, in recent years growth has touched 4.7% a year, facilitated by 

good monsoons, greater production of high-value crops, an increase in the minimum 

support prices for grains, and the rise in global prices for agricultural products. Going 

forward, it will be essential for Indiato build a productive, competitive, and diversified 

agricultural sector and facilitate rural, non-farm entrepreneurship. Encouraging policies 

that promote competition in agricultural marketing will ensure that farmers receive better 

prices. 

  

 Raising agricultural productivity: In a number of states, the World Bank is 

improving soil and water conservation on degraded lands, rehabilitating and 

http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:22322363~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:22322363~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:22202506~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:22202506~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://digitalmedia.worldbank.org/slideshow/?slideshow_id=210
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modernizing surface irrigation systems (Madhya Pradesh, Maharashtra, 

Rajasthan, Uttar Pradesh), reviving traditional rain water harvesting systems, and 

assisting farmers to diversify crops and reclaim saline lands. The Bank is also 

working to raise agricultural productivity by linking public research organizations 

and farmers to promote the use of agricultural innovations. 

. 

 Improving rural livelihoods: Rural livelihoods projects support the empowerment 

of the rural poor and the development of their livelihoods. Projects are ongoing 

in a number of states including Andhra Pradesh, Chattisgarh, and Tamil 

Nadu,  with new projects commencing in Orissa,  Bihar and Madhya Pradesh.  

. 

 Rural water supply and sanitation: The Bank is also working to improve the 

quality of life in the rural areas by improving water supply and sanitation. Since 

1991, World Bank support has helped India first pilot and then scale up a rural 

water supply and sanitation services (RWSS) reform program. Bank support to 

three states (Maharashtra, Karnataka, and Uttar Pradesh) has been followed by 

support to Kerala, Uttarakhand, Punjab, and Andhra Pradesh, and further support 

to Karnataka and Maharashtra. In all, the Bank will soon have provided over $1 

billion in support to the sector, benefiting 20 million rural people so far.  

  

Informal Sector Jobs: While the services sector has been offering promising job 

opportunities for skilled workers, some 90% of India‘s labor force remains trapped in 

low-productivity jobs in the informal sector. India‘s labor regulations - among the most 

restrictive and complex in the world - have constrained the growth of the formal 

manufacturing sector, where these laws have their widest application. Better-designed 

labor regulations can attract more labor-intensive investment and create jobs for India‘s 

unemployed millions and those trapped in poor quality jobs. 

  

Given the country‘s current downturn, the window of opportunity must not be lost for 

improving the job prospects for the 80 million new entrants who are expected to join the 

work force over the next decade.  The challenge will be to build enough safety nets for 

those losing their jobs in the informal sector, especially in urban and peri-urban areas 

hardest hit by the slowdown, while creating the space for the enhancement of skills. 

  

Lagging States: While India‘s higher-income states have successfully reduced poverty to 

levels comparable with the richer Latin American countries, its seven poorest states - 

Bihar, Chhattisgarh, Jharkhand, Madhya Pradesh, Orissa, Rajasthan, and Uttar Pradesh - 

are lagging behind their more prosperous counterparts and remain home to more than half 

of India‘s poor. It will be essential to ensure that states, especially those with the least 

resources, are able to continue improving social services during the downturn. Lagging 

states will also need to attract more jobs by becoming an attractive investment 

destination. Reforming cumbersome regulatory procedures, improving rural 

connectivity, establishing law and order, creating a stable platform for natural resource 

investment that balances business interests with social concerns, and providing rural 

finance are important. Reforms have started in virtually all states, and in many of these 

http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295615&Projectid=P084790
http://digitalmedia.worldbank.org/slideshow/?slideshow_id=140
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:22230900~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:21019792~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295615&Projectid=P071272
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295615&Projectid=P076467
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/0,,contentMDK:22037184~pagePK:2865106~piPK:2865128~theSitePK:223547,00.html
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/0,,contentMDK:22037184~pagePK:2865106~piPK:2865128~theSitePK:223547,00.html
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295615&Projectid=P093478
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295616&Projectid=P090764
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295618&Projectid=P102331
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:20968412~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:20968412~pagePK:141137~piPK:141127~theSitePK:295584,00.html
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the Bank is an active partner. The World Bank‘s Development Policy Lending (DPL) – 

to Andhra Pradesh, Karnataka and Orissa and more recently to Bihar, and Himachal 

Pradesh – are helping states to implement reforms and spreading the lessons of success. 

  

2. Improving Infrastructure 
  

Infrastructure: India‘s rapidly growing economy has been placing huge demands on 

power supply, roads, railways, ports and transportation systems. But, infrastructure 

bottlenecks have been eroding the country‘s competitiveness. Increases in power 

generation during the Tenth Plan period fell short of target; when the economy was 

growing at a rapid 8% a year, power supply grew at only 4%. And, although the national 

highway network doubled in size between 1997 and 2007 – almost 35,000 kms were 

added during this period – soaring demand has far outstripped supply. Urban 

infrastructure is a severe constraint to the expansion of key centers of growth, while 

weaknesses in basic rural infrastructure—from roads to electrification—have constrained 

the growth of the rural economy.  

  

To help India continue to expand its critical infrastructure, the World Bank has, in 

September 2009, agreed to extend $1.195 billion to the India Infrastructure Finance 

Company Limited (IIFCL) to help finance private-public partnerships in infrastructure, 

especially in the roads, power and ports sectors. 

  

Power: In the past, World Bank support has helped India build its largest hydropower 

plant at Nathpa Jhakri in Himachal Pradesh. The Bank is now helping the country 

augment the supply of hydropower. Support for the 412 MW run-of-the-river Rampur 

Hydropower plant on the Satluj river in Himachal Pradesh is ongoing. Two other 

hydropower projects are in the pipeline; a 444 MW project on the Alakananda river in 

Chamoli district in Uttarakhand, and the other at Luhri, further downstream from Rampur 

in Himachal Pradesh. The Bank is also supporting the efficient transmission and 

distribution of power to consumers. It has helped Powergrid, the national power 

transmission agency, to emerge as a world class agency. In September 2009, the World 

Bank extended a loan of $1 billion to Powergrid to strengthen and expand five 

transmission systems in the northern, western and southern regions of the country. At the 

state level, improvements in transmission and distribution are being supported 

in Haryana and Maharashtra. 

  

  

Transport: In the transport sector, the World Bank has supported Andhra Pradesh to 

upgrade its state highways. It is now helping to upgrade rail and road connectivity in 

Mumbai; improve state highways in  Andhra Pradesh, Himachal Pradesh, Kerala, Orissa, 

Punjab and Uttar Pradesh; construct a section of the Golden Quadrilateral in Uttar 

Pradesh and Bihar; and upgrade rural roads in select districts of Himachal Pradesh, 

Rajasthan, Jharkhand and Uttar Pradesh.  
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http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:22322364~menuPK:295589~pagePK:2865066~piPK:2865079~theSitePK:295584,00.html
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http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:22322364~menuPK:295589~pagePK:2865066~piPK:2865079~theSitePK:295584,00.html
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:20660353~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295616&Projectid=P095114
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295616&Projectid=P095114
http://web.worldbank.org/external/projects/main?pagePK=51351038&piPK=51351152&theSitePK=40941&projid=P096124
http://web.worldbank.org/external/projects/main?pagePK=51351038&piPK=51351152&theSitePK=40941&projid=P096124
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Urban Development:   India‘s frenetically growing cities and towns face major 

challenges in creating adequate infrastructure including in the transportation, 

communications, solid waste, water, and power sectors. The World Bank is helping 

streamline urban transport in Mumbai and improve the delivery of urban civic services 

in Tamil Nadu and Karnataka. It has recently supported a successful pilot  to 

provide continuous, reliable water supply in three urban areas in Karnataka.   

Nevertheless, if economic growth is not to be constrained, it will be essential for India to 

make faster progress in urban development by investing in public goods and services, 

including through the Jawaharlal Nehru National Urban Renewal Mission (JNNURM). 

  

3. Addressing Issues for Longer-Term Sustainability 
  

High levels of population density and poverty, stressed ecological systems, and a 

substantial dependence on natural resources have made much of India‘s population very 

vulnerable to climate change.  The following areas will thus require long-term vision and 

urgent action: 

  

 Adapting to climate change and the growing scarcity of water  

 Improving energy efficiency and ensuring adequate energy supplies 

 Coping with accelerating urbanization through strengthened urban governance 

 Protecting India‘s fragile environment in the face of the rising pressures created 

by economic success 

Climate change could impact India more than most other countries. Its impact will most 

likely be felt first and foremost in the water sector.  In this context, the World Bank is 

piloting a new Drought Adaptation Initiative in Andhra Pradesh that will 

help farmers adapt to warmer and more drought-like conditions. An Integrated Coastal 

Zone Management Project that seeks to protect India's coastal areas while also ensuring 

the livelihoods of the people living along the coastline is in the pipeline. In addition, the 

Bank's studies on groundwater resources and low carbon growth will soon be complete. 

The World Bank is also supporting India in its efforts to increase the generation of clean 

energy. It is helping the country to tap the hydropower resources in the Himalayan 

region, as well as supporting the rehabilitation of old and inefficient coal-fired power 

plants so that they produce more energy with the same amount of fuel, reducing their 

carbon emissions. The Bank is also helping to strengthen power transmission networks to 

ensure that the power produced reaches consumers efficiently and losses in transmission 

are reduced. It is also promoting energy efficiency in various sectors (in small and 

medium enterprise, chillers, etc.) and is seeking to expand this support. . 

4. Improving the effectiveness of public services and social protection, especially to 

the poor 
  

Indiawill have to dramatically improve the impact of every rupee spent. Most public 

programs suffer from varying degrees of ineffectiveness and poor targeting. Improving 

them will require systemic reform of the public sector service providers, effective systems 

http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295615&Projectid=P083780
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295615&Projectid=P079675
http://web.worldbank.org/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=40941&menuPK=228424&Projectid=P082510
http://web.worldbank.org/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=40941&menuPK=228424&Projectid=P082510
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295617&Projectid=P097985
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295617&Projectid=P097985
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295615&Projectid=P100531
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295615&Projectid=P100531
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of accountability to citizens, decentralization of responsibilities, and expansion in the role 

of non-state service providers. 

  

Education: India has made huge progress in getting more children, especially girls, into 

primary school. Since 2001, the government‘s flagship elementary education program, 

the Sarva Shiksha Abhiyan, has helped to bring some 20 million children into school; 

most of them are first-generation learners. The gender gap has reduced and more children 

are transitioning from primary to upper primary school. Many of India‘s states are now 

either approaching universal primary enrollment or have already achieved it. According 

to the Government, less than 5 million children between the ages of 6 and14 now remain 

out of school. The program is now focusing on bringing the hardest-to-reach children into 

primary school, raising access to upper primary education and improving retention and 

learning outcomes. 

  

World Bank support in the mid-1990s helped India pioneer new initiatives to bring 

children into school. Since 2004, Bank support to the SSA has played an important role 

in scaling up the program to the hardest-to-reach communities, improve the quality of 

learning, and assess learning outcomes. Between 2002 and 2007, the World Bank 

contributed $500 million of the total program cost of $3.5 billion. Between 2008 and 

2010, domestic funding of over $9 billion for the program was complemented by another 

$600 million in Bank support.  

  

Skills: Equally important is the building of skills among India‘s rapidly rising work 

force, whose ranks are joined by some 8-9 million new entrants each year. Presently, 

nearly 44 percent of India‘s labor force is illiterate, only 17 percent has secondary 

schooling, and enrollment in higher education is a mere 11 percent. Moreover, the quality 

of most graduates is poor and employers offer very little upgrading of skills; only 16 

percent of Indian manufacturers offer in-service training compared to over 90 percent 

in China. To help produce engineers of international standards, the World Bank has 

supported improvements in the quality of education in engineering institutes in 13 states. 

A project is now supporting 400 Industrial Training Institutes (ITIs) to become centers of 

excellence in technical skills that are in demand. 

  

Health: The health sector presents a mixed picture. Despite some gains - in infant 

mortality, institutional births, family planning, and the understanding of AIDS - a large 

unfinished agenda remains. Maternal mortality rates and child malnutrition levels remain 

persistently high - 45 percent of India‘s children remain underweight and 70 percent are 

anemic. India also needs to get better prepared to deal with the rapidly emerging 

challenge of non-communicable diseases. 

  

  

The World Bank has been lending for health and nutrition in India since the early 1990s. 

It has supported India in eliminating leprosy as a national health problem, and in bringing 

the WHO- recommended DOTS TB treatment to all districts in the country.  Ongoing 

Bank projects support national programs for disease control - such as kala azar, polio and 

malaria, HIV/AIDS, and TB. They also support child nutrition and reproductive and child 
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http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:21458555~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/0,,contentMDK:21887523~pagePK:146736~piPK:146830~theSitePK:223547,00.html
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:21999099~menuPK:295608~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://web.worldbank.org/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=40941&menuPK=228424&Projectid=P094360
http://web.worldbank.org/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=40941&menuPK=228424&Projectid=P094360
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295615&Projectid=P078538
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:20195738~pagePK:141137~piPK:141127~theSitePK:295584,00.html
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health programs. Other projects are working to strengthen state-level systems for rural 

healthcare (Rajasthan, Tamil Nadu, Karnataka), as well as national programs for food and 

drug regulation, and disease surveillance. 

  

  

Safety Nets:   The global economic crisis has lent new urgency to strengthening safety 

nets. The expansion of the NREGA has fortunately provided a social safety net in the 

rural areas. It will now be important to consider this and other alternatives for urban areas 

hard-hit by the downturn.  Innovative and new schemes for urban renewal and 

construction and the delivery of public services can offer synergistic opportunities. 

  

2.8.3 World Bank's Country Strategy for India 2009 - 2012 
  

The Bank's new Country Strategy for India for 2009-2012 focuses on helping the country 

to fast-track the development of much-needed infrastructure, and to support the seven 

poorest states achieve higher standards of living for their people. The strategy is closely 

aligned with the country‘s own development agenda as articulated in its 11th Five Year 

Plan. The Bank‘s strategy envisages a total proposed lending program of $14 billion for 

the next three years. 

  

Its earlier Country Strategy for 2005-2008 focused on lending for infrastructure, human 

development, and improving rural livelihoods. Read the Country Strategy Progress 

Report.  

  

Lending 

At the end of June 2009, the Bank group had 61 active projects with a net commitment of 

about 

$14.9 billion. 

  

Total IBRD/IDA Commitments as of end FY09: $14.9 billion 
(by fiscal year, in nearest US$ billion) 

 

  Commitments  FY 04  FY 05  FY 06  FY 07  FY 08 FY 09 

  New 1.4     2.9     1.4    3.7   2.1 2.3 

 Total Commitments (Active Projects)  12.0  12.8  11.3  14.3 13.8 14.9 

 Total No. of Active Projects  63  64  56    67   60 61 

  

  

Note: The World Bank’s Fiscal Year (FY) runs from July to June i.e. FY089runs from 

July 1, 2008 to June 30, 2009. 

 

 

Activity 2 

 

http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:20195738~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295616&Projectid=P050655
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295616&Projectid=P075058
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295616&Projectid=P071160
http://www.worldbank.org.in/external/projects/main?pagePK=64283627&piPK=73230&theSitePK=295584&menuPK=295616&Projectid=P073651
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:22006280~pagePK:141137~piPK:141127~theSitePK:295584,00.html
http://www.worldbank.org.in/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/INDIAEXTN/0,,contentMDK:20216129~pagePK:141137~piPK:217854~theSitePK:295584,00.html?
http://www-wds.worldbank.org/external/default/main?pagePK=64193027&piPK=64187937&theSitePK=523679&menuPK=64187510&searchMenuPK=64187283&theSitePK=523679&entityID=000020439_20070523093700&searchMenuPK=64187283&theSitePK=523679
http://www-wds.worldbank.org/external/default/main?pagePK=64193027&piPK=64187937&theSitePK=523679&menuPK=64187510&searchMenuPK=64187283&theSitePK=523679&entityID=000020439_20070523093700&searchMenuPK=64187283&theSitePK=523679
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1. Discuss the rationale behind WTO. What are the main functions of WTO? 

2. What do you know by United Nations Conference on Trade and Development? 

3. What are the objectives of World Bank and Asian development bank? 

4. Discuss the contribution of World Bank and WTO in Indian trade and economic 

development. 

 

2.9 SUMMARY 
  

This unit discusses various international trade and financial institutions. The World Trade 

Organization (WTO) is described as an international organization designed by its 

founders to supervise and liberalize international trade.  The next area of concern was 

UNCTAD. The organization's goals are to "maximize the trade, investment and 

development opportunities of developing countries and assist them in their efforts to 

integrate into the world economy on an equitable basis. The International Monetary Fund 

(IMF) is explained as an international organization that oversees the global financial 

system by following the macroeconomic policies of its member countries, in particular 

those with an impact on exchange rates and the balance of payments. World Bank is a 

term used to describe an international financial institution that provides leveraged loans 

to developing countries for capital programs. The Asian Development Bank (ADB) is a 

regional development bank established in 1966 to promote economic and social 

development in Asian and Pacific countries through loans and technical assistance. 

Finally the contribution of WTO and World Bank are discussed in detail. 

 

2.10 FURTHER READINGS 
 

 Transforming the Rural Nonfarm Economy: Opportunities and Threats in the 

Developing World. Edited by Steven Haggblade, Peter B. R. Hazell, and Thomas 

Reardon (2007). Johns Hopkins University Press. 

 Markwell, Donald (2006), John Maynard Keynes and International Relations: 

Economic Paths to War and Peace, Oxford & New York: Oxford University 

Press. 

 Goldman, Michael. Imperial Nature: The World Bank and Struggles for Social 

Justice in the Age of Globalization. New York: Yale University Press, 2005 

 Tan, Celine. ―The poverty of amnesia: PRSPs in the legacy of structural 

adjustment.‖ The World Bank and Governance: A Decade of Reform and 

Reaction. Eds. Diane Stone and Christopher Wright London and New York: 

Routledge, 2007 
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BLOCK 4 TRADE POLICIES IN INDIA 

 
This block comprises two units. The first unit deals with the policies for international 

trade in India. It basically discusses the trade issues in India followed by foreign trade 

policy of India and its history since decades. India Exim policy and recent changes in 

foreign trade policies along with implications will be some other areas of discussion. 

 

Unit 2 throws light on trade reforms and working and regulations of Multinational 

corporations in India. Crisis as the cause to reforms and various trade reforms are 

revealed. Impact of trade reforms on growth of the nation and employment are discussed.  

External debt problem of India has been dealt in detail and Multinational corporations 

their mechanism and regulations in India are explained in detail. Finally various 

initiatives taken by Indian government to promote trade are focused. 
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UNIT 1 

 

 POLICIES FOR INTERNATIONAL TRADE IN INDIA 

 
Objectives 

 

On successful completion of this unit, you should be able to: 

 

 Appreciate the concept of trade policy in context of India 

 Identify the Trade issues in India   

 Know the history of trade policy in India 

 Recognize the India Exim policy 

 Explain the recent changes and their implications in foreign trade policy 

 

 

Structure 

 

1.1 Introduction 

1.2 Trade issues in India 

1.3 Foreign trade policy of India – Since decades 

1.4 India Exim policy 

1.5 Recent changes and their implications 

1.6 Summary 

1.7 Further readings 

 

 

1.1 INTRODUCTION 

International trade is the exchange of goods and services across national borders. In most 

countries, it represents a significant part of GDP. While international trade has been 

present throughout much of history (see Silk Road, Amber Road), its economic, social, 

and political importance have increased in recent centuries, mainly because of 

Industrialization, advanced transportation, globalization, multinational corporations, and 

outsourcing. In fact, it is probably the increasing prevalence of international trade that is 

usually meant by the term "globalization". 

Although there are usually few trade restrictions within countries, international trade is 

usually regulated by governmental quotas and restrictions, and often taxed by tariffs. 

Tariffs are usually on imports, but sometimes countries may impose export tariffs or 

subsidies. All of these are called trade barriers. If a government removes all trade 

barriers, a condition of free trade exists. A government that implements a protectionist 

policy establishes trade barriers. 

http://en.wikipedia.org/wiki/Gross_Domestic_Product
http://en.wikipedia.org/wiki/Silk_Road
http://en.wikipedia.org/wiki/Amber_Road
http://en.wikipedia.org/wiki/Industrialization
http://en.wikipedia.org/wiki/Globalization
http://en.wikipedia.org/wiki/Multinational_corporation
http://en.wikipedia.org/wiki/Outsourcing
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The fair trade movement, also known as the trade justice movement, promotes the use of 

labour, environmental and social standards for the production of commodities, 

particularly those exported from the Third and Second Worlds to the First World. Such 

ideas have also sparked a debate on whether trade itself should be codified as a human 

right.  

Standards may be voluntarily adhered to by importing firms, or enforced by governments 

through a combination of employment and commercial law. Proposed and practiced fair 

trade policies vary widely, ranging from the commonly adhered to prohibition of goods 

made using slave labour to minimum price support schemes such as those for coffee in 

the 1980s. Non-governmental organizations also play a role in promoting fair trade 

standards by serving as independent monitors of compliance with fair trade labeling 

requirements. 

In this unit we will throw light on various initiatives to promote Indian foreign trade. 

 

1.2 TRADE ISSUES IN INDIA 

1.2.1 Agriculture 

Slow agricultural growth is a concern for policymakers as some two-thirds of India‘s people 

depend on rural employment for a living. Current agricultural practices are neither economically 

nor environmentally sustainable and India's yields for many agricultural commodities are low. 

Poorly maintained irrigation systems and almost universal lack of good extension services are 

among the factors responsible. Farmers' access to markets is hampered by poor roads, 

rudimentary market infrastructure, and excessive regulation. 

– World Bank: "India Country Overview 2008" 

The low productivity in India is a result of the following factors: 

 According to "India: Priorities for Agriculture and Rural Development" by World 

Bank, India's large agricultural subsidies are hampering productivity-enhancing 

investment. Overregulation of agriculture has increased costs, price risks and 

uncertainty. Government interventions in labor, land, and credit markets are 

hurting the market. Infrastructure and services are inadequate.  

 Illiteracy, slow progress in implementing land reforms and inadequate or 

inefficient finance and marketing services for farm produce. 

 The average size of land holdings is very small (less than 20,000 m²) and is 

subject to fragmentation, due to land ceiling acts and in some cases, family 

disputes. Such small holdings are often over-manned, resulting in disguised 

unemployment and low productivity of labour. 

 Adoption of modern agricultural practices and use of technology is inadequate, 

hampered by ignorance of such practices, high costs and impracticality in the case 

of small land holdings. 

http://en.wikipedia.org/wiki/Agricultural_subsidies
http://en.wikipedia.org/wiki/Agricultural_machinery


 200 

 World Bank says that the allocation of water is inefficient, unsustainable and 

inequitable. The irrigation infrastructure is deteriorating. Irrigation facilities are 

inadequate, as revealed by the fact that only 52.6% of the land was irrigated in 

2003–04, which result in farmers still being dependent on rainfall, specifically the 

Monsoon season. A good monsoon results in a robust growth for the economy as 

a whole, while a poor monsoon leads to a sluggish growth. Farm credit is 

regulated by NABARD, which is the statutory apex agent for rural development 

in the subcontinent. 

India has many farm insurance companies that insure wheat, fruit, rice and rubber. 

Farmers in the event of natural disasters or catastrophic crop failure, come under the 

supervision of the Ministry of Agriculture. One notable company that provides all of 

these insurance policies is Agriculture Insurance Company of India and it alone insures 

almost 20 million farmers. 

India's population is growing faster than its ability to produce rice and wheat. The most 

important structural reform for self-sufficiency is the ITC Limited plan to connect 20,000 

villages to the Internet by 2013. This will provide farmers with up to date crop prices for 

the first time, which should minimise losses incurred from neighbouring producers 

selling early and in turn facilitate investment in rural areas. 

1.2.2 Corruption 

Corruption has been one of the pervasive problems affecting India. The economic 

reforms of 1991 reduced the red tape, bureaucracy and the Licence Raj that had strangled 

private enterprise and was blamed by Chakravarthi Rajagopalachari for the corruption 

and inefficiencies. Yet, a 2005 study by Transparency International (TI) India found that 

more than half of those surveyed had firsthand experience of paying bribe or peddling 

influence to get a job done in a public office.  

The Right to Information Act (2005) and equivalent acts in the Indian states, that require 

government officials to furnish information requested by citizens or face punitive action, 

computerisation of services and various central and state government acts that established 

vigilance commissions have considerably reduced corruption or at least have opened up 

avenues to redress grievances. The 2009 report by Transparency International ranks India 

at 84
th

 place and states that significant improvements were made by India in reducing 

corruption.  

1.2.3 Government 

The current government has concluded that most spending fails to reach its intended 

recipients. Lant Pritchett calls India's public sector "one of the world's top ten biggest 

problems — of the order of AIDS and climate change". The Economist's article about 

Indian civil service (2008) says that Indian central government employs around 3 million 

people and states another 7 million, including "vast armies of paper-shuffling peons". 

Million dollar bureaucracies can be run without a single computer in the management.  

http://en.wikipedia.org/wiki/Irrigation
http://en.wikipedia.org/wiki/Monsoon
http://en.wikipedia.org/wiki/NABARD
http://en.wikipedia.org/wiki/Ministry_of_Agriculture
http://en.wikipedia.org/wiki/Agriculture_Insurance_Company_of_India
http://en.wikipedia.org/wiki/ITC_Limited
http://en.wikipedia.org/wiki/Political_corruption
http://en.wikipedia.org/wiki/Red_tape
http://en.wikipedia.org/wiki/Chakravarthi_Rajagopalachari
http://en.wikipedia.org/wiki/Transparency_International
http://en.wikipedia.org/wiki/Right_to_Information_Act
http://en.wikipedia.org/wiki/Lant_Pritchett
http://en.wikipedia.org/wiki/The_Economist
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At local level, administration can be worse. It is not unheard of that most state assembly 

seats are held by convicted criminals. One study found out that 25% of public sector 

teachers and 40% of public sector medical workers could not be found at the workplace. 

India's absence rates are one of the worst in the world.  

The Reserve Bank of India has warned that India's public-debt to GDP ratio is over 70%. 

The government of India is highly indebted and its former investment-grade status has 

deteriorated near junk status. India's current public-debt to GDP ratio is 58.2% (US has 

60.8%).  

1.2.4 Education 

India has made huge progress in terms of increasing primary education attendance rate 

and expanding literacy to approximately two thirds of the population. The right to 

education at elementary level has been made one of the fundamental rights under the 

Eighty-Sixth Amendment of 2002. However, education is still far behind developing 

countries such as China and continues to face challenges. Despite growing investment in 

education, 40% of the population is illiterate and only 15% of the students reach high 

school. An optimistic estimate is that only one in five job-seekers in India has ever had 

any sort of vocational training.  

1.2.5 Infrastructure 

Development of infrastructure was completely in the hands of the public sector and was 

plagued by corruption, bureaucratic inefficiencies, urban-bias and an inability to scale 

investment. India's low spending on power, construction, transportation, 

telecommunications and real estate, at $31 billion or 6% of GDP in 2002 had prevented 

India from sustaining higher growth rates. This has prompted the government to partially 

open up infrastructure to the private sector allowing foreign investment which has helped 

in a sustained growth rate of close to 9% for the past six quarters. 

Some 600 million Indians have no mains electricity at all. While 80% of Indian villages 

have at least an electricity line, just 44% of rural households have access to electricity. 

According to a sample of 97,882 households in 2002, electricity was the main source of 

lighting for 53% of rural households compared to 36% in 1993. Some half of the 

electricity is stolen, compared with 3% in China. The stolen electricity amounts to 1.5% 

of GDP. Almost all of the electricity in India is produced by the public sector. Power 

outages are common. Many buy their own power generators to ensure electricity supply. 

As of 2005 the electricity production was at 661.6 billion kWh with oil production 

standing at 785,000 bbl/day. In 2007, electricity demand exceeded supply by 15%. Multi 

Commodity Exchange has tried to get a permit to offer electricity future markets.  

Indian Road Network is developing. Trucking goods from Gurgaon to the port in 

Mumbai can take up to 10 days. India has the world's third largest road network. 

Container traffic is growing at 15% a year. Some 60% of India‘s container traffic is 

handled by the Jawaharlal Nehru Port Trust in Mumbai. Internet use is rare; there were 

http://en.wikipedia.org/wiki/List_of_countries_by_public_debt
http://en.wikipedia.org/wiki/Primary_education
http://en.wikipedia.org/wiki/Literacy_in_India
http://en.wikipedia.org/wiki/Eighty-Sixth_Amendment_of_the_Constitution_of_India
http://en.wikipedia.org/wiki/Vocational_training
http://en.wikipedia.org/wiki/Real_estate
http://en.wikipedia.org/wiki/Multi_Commodity_Exchange
http://en.wikipedia.org/wiki/Multi_Commodity_Exchange
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http://en.wikipedia.org/wiki/Gurgaon
http://en.wikipedia.org/wiki/Mumbai
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http://en.wikipedia.org/wiki/Mumbai
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only 7.57 million broadband lines in India in November 2009, however it is still growing 

at slower rate and is expected to boom after the launch of 3G and wimax services.  

Most urban cities have good water supply water 24 hours a day, while some smaller cities 

face water shortages in summer season. A World Bank report says it is an institutional 

problem in water agencies, or "how the agency is embedded in the relationships between 

politics and the citizens who are the consumers."  

1.2.6 Labour laws 

India‘s labor regulations — among the most restrictive and complex in the world — have 

constrained the growth of the formal manufacturing sector where these laws have their widest 

application. Better designed labor regulations can attract more labor- intensive investment and 

create jobs for India‘s unemployed millions and those trapped in poor quality jobs. Given the 

country‘s momentum of growth, the window of opportunity must not be lost for improving the 

job prospects for the 80 million new entrants who are expected to join the work force over the 

next decade. 

– World Bank: India Country Overview 2008.  

India's restrictive labor regulations hamper the large-scale creation of formal industrial 

jobs. A recent report highlights a growing labor unrest all over India which is hampering 

the industrial output.  

India ranked 133th on the Ease of Doing Business Index 2010, behind countries such as 

China (89th), Pakistan (85th), and Nigeria (125th). 

1.2.7 Economic disparities 

Lagging states need to bring more jobs to their people by creating an attractive investment 

destination. Reforming cumbersome regulatory procedures, improving rural connectivity, 

establishing law and order, creating a stable platform for natural resource investment that 

balances business interests with social concerns, and providing rural finance are important. 

– World Bank: India Country Overview 2008 

One of the critical problems facing India's economy is the sharp and growing regional 

variations among India's different states and territories in terms of per capita income, 

poverty, availability of infrastructure and socio-economic development. Seven low-

income states - Bihar, Chhattisgarh, Jharkhand, Madhya Pradesh, Orissa, Rajasthan, and 

Uttar Pradesh - are home to more than half of India's population.  

Between 1999 and 2008, the annualized growth rates for Gujarat (8.8%), Haryana 

(8.7%), or Delhi (7.4%) were much higher than for Bihar (5.1%), Uttar Pradesh (4.4%), 

or Madhya Pradesh (3.5%). 
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Poverty rates in rural Orissa (43%) and rural Bihar (40%) are some of the worst in the 

world. On the other hand, rural Haryana (5.7%) and rural Punjab (2.4%) compare well 

with middle-income countries.  

The five-year plans have attempted to reduce regional disparities by encouraging 

industrial development in the interior regions, but industries still tend to concentrate 

around urban areas and port cities After liberalization, the more advanced states are better 

placed to benefit from them, with infrastructure like well developed ports, urbanisation 

and an educated and skilled workforce which attract manufacturing and service sectors. 

The union and state governments of backward regions are trying to reduce the disparities 

by offering tax holidays, cheap land, etc., and focusing more on sectors like tourism, 

which although being geographically and historically determined, can become a source of 

growth and is faster to develop than other sectors.  

1.2.8 Environment and health 

On Yale and Columbia's Environmental Performance Index, India's score is 21/100 on 

sanitation, compared with 67/100 for the region and 48/100 for the country income 

group. 

1.3 FOREIGN TRADE POLICY OF INDIA – SINCE DECADES 
 

To become a major player in world trade, a comprehensive approach needs to be taken 

through the Foreign Trade Policy of India. Increment of exports is of utmost importance, 

India will have to facilitate imports which are required for the growth Indian economy. 

Rationality and consistency among trade and other economic policies is important for 

maximizing the contribution of such policies to development. Thus, while incorporating 

the new Foreign Trade Policy of India, the past policies should also be integrated to allow 

developmental scope of India‘s foreign trade. This is the main mantra of the Foreign 

Trade Policy of India.  

 

1.3.1 Objectives of the Foreign Trade Policy of India  

 

Trade propels economic growth and national development. The primary purpose is not 

the mere earning of foreign exchange, but the stimulation of greater economic activity. 

The Foreign Trade Policy of India is based on two major objectives, they are -  

 To double the percentage share of global merchandise trade within the next five 

years.  

 To act as an effective instrument of economic growth by giving a thrust to 

employment generation.  

1.3.2 The Post Independence period 

In 1947, as freedom dawned, India faced enormous problems caused by partition, in 

terms of dislocation of the economy resettlement of refugees and communal animosities. 

http://en.wikipedia.org/wiki/Orissa
http://en.wikipedia.org/wiki/Bihar
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In 1950, the Government of India set up a Planning Commission with the prime Minister 

assist ex officio Chairman. 

The first Five years plan (1951-1996) designed by Prof. P.C. Mahalnobis and Prof. 

K.N.Raj had relatively modest targets, with a total investment of Rs.35 billion viz. Rs. 20 

billion in the public and Rs. 15 billion in the private sectors. AT the end of the plan 

period Rs. 4 billion were left unspent. National income which was envisaged to rise by 11 

percent actually registered a higher growth of 18 percent during the plan period. In the 

absence of competition, the private sector in India which accumulated wind fall during 

the war commenced their ventures with a head start. 

The second Five year visualized a total investment of Rs. 62 billion of which eventually 

only Rs. 46 billion were invested. One third of the total investment was assigned for the 

production of investment goods. Cottage Industry was expected to be a major producer of 

consumer goods. Investment in the public sector was significantly enhanced in the third 

five year plan (1961-66).Emphasis was made on transport and communication. During 

the first 15 years of economic planning in India, the private industry reaped enormous 

gain from protectionism. However, Agriculture remained at a disadvantage as terms of 

Trade moved against this sector. Between 1966 and 69 the Government followed annual 

plans. The fourth Five year plan (1969-73) laid greater emphasis on self reliance. 

In 1965-66,a massive drought in the country led to food shortages and human misery and 

adversely  affected development plan .The armed conflicts with China and Pakistan in 

1962 and 1965 also affected the Indian  economy. The late 1960‘s witnessed  the  

commencement  of  Green  Revolution  in  Indian  Agriculture. High yielding varieties of 

seeds, fertilisers and water enhanced productivity and production in agriculture(especially 

wheat and rice).In the early 1970's the military conflict with Pakistan in Bangladesh and 

the steep rise in oil prices put a strain on the Indian economy. From the mid-1960's till 

the early 80's there was an Industrial recession in India. The major problem of 

Industrialisation in the initial phase of planning was the near neglect of export led growth 

and protection of native industry. 

This led to high cost, in efficient production which lacked flexibility. While the public 

sector became notorious for its inefficiency, the private sector continued to seek 

protection from Foreign Competition thus preferring to remain an eternal infant. 

Between 1970 and 77, Industrial production increased by 39 percent and agricultural 

production by 33 percent. In the absence of genuine land reforms in many states, patron-

client relationships continued to exist in agriculture. In private industry, concentration 

rather than innovation became the order of the day. The emergence of a parallel economy 

which began to evade fiscal scrutiny was the major negative feature of the Indian 

economy in the post Independence period. 
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Between 1965 and 84,Indian Industrial Production showed a pattern of slow growth. 

Major Industries like jute, cotton textiles and iron were almost stagnant. However, it was 

the decentralised sector in the cotton textile industry that registered a significant rise. 

Outdated technology persisted for long in the Indian automobile industry. 

Between 1960 and 90, the per capita availability of cereals increased from 384 to 432gms 

per day. There was a steep fall in the availability of pulses from 65 gms per day in 1960 

to 41 gms per day in 1990.The Per capita availability of cotton cloth decreased from 13.8 

to 11.6metres per year. Electricity and fertiliser supply increased significantly during this 

period. Cement and fertiliser industries registered significant growth. At the bidding of 

the World Bank, the rupee was devalued in 1966.Although this led to a rise in export; 

imports became more expensive resulting in inflation. 

A characteristic feature of the Indian Economy has been that both Industrial prices and 

prime costs(raw materials and wages)tended to rise instead of fall. Combating such 

inflation with deflationary methods became a difficult task. 

The 1980's was a significant period, showing positive signs. Till the 1970's,the Indian 

economy on an average registered 3.5 percent annual growth rate which came to be 

known as the "Hindu rate of growth‖. From the 1980's the growth rate was stepped up to 

5.5 percent. Industrial Production registered a growth rate of 8 percent per year. Whole 

output was nearly doubled. The total energy production increased by 140 percent. An 

expansion in the irrigation infrastructure enabled the agricultural production to register a 

significant rise. 

The process of liberalisation began from 1985-86.Policy makers tried to adopt a new 

approach of replacing physical planning and licensing with instruments of Financial and 

fiscal management of the economy so as to provide a framework for growth, innovation 

and investment. Unfortunately, the Union Government faced enormous political 

problems due to militancy in the Punjab and heated controversies on the bofor's issue. By 

1990, the policy of liberalisation led to rise in exports and imports of manufactured goods 

with investment goods constituting 24% of the total. Almost half of India's imports 

between 1985 and 90, comprised capital goods and oil. However, in 1990 India faced a 

crisis in balance of payments. 

The emergency budget presented by Dr. Manmohan Singh, the then finance minister of 

India, marked a radical change towards economic liberalisation in the country. The 

budget deficit was sort to be reduced by cutting subsidies and raising administered prices. 

Tax rates were revised and the rupee devalued by 18%.Foreign exchange worth Rupees 

22.2Billion was borrowed from the International monetary fund. The outflow of funds of 

Non-Resident Indians had significantly slowed down. This led to a rise in India's Foreign 

exchange reserves to Rs 122 Billion by 1992. 
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A new Foreign Trade policy was devised to encourage India's export activities. 

Cumbersome procedures of licensing were abolished. Imports were sought to be linked to 

exports by means of a market mechanism. The minority congress Government with 

P.V.NarasimhaRao as the Prime minister and Dr. Manmohan Singh as the Finance 

Minister lasted the full term of five years ensuring politico-economic stability for the 

transition to market economy, This political stability also went a long way in putting the 

Indian Economy on the growth path.  

Between 1996 and 99, short lived Coalition Governments at the Centre and Consequent 

political instability slowing down the flow of foreign domestic investments in to the 

country. The Stock markets have become volatile and there has been mild industrial 

recession. Favourable monsoons for almost a decade have kept the agrarian economy 

buoyant. 

To sum up, the Indian economy went through many ups and downs in the post-

Independence period. There were several omissions and commissions by successive 

governments at the Centre and the states. The biggest failure of the Governments has 

been in implementing radical and genuine land reforms. In India. however, the absence of 

political will led to land reforms being either watered down or deliberately sabotaged in 

many states by the Land lords ,legislators and the bureaucrats. The exemptions are 

Jammu and Kashmir, Kerala, Karnataka and West Bengal. 

Unemployment-both Rural and urban- has been a perennial problem in India. More than 

half a century after Independence, Poverty has not been eradicated.1000 of villages do 

not have access to safe drinking water, sanitary facilities and electricity. Literacy level-

especially the female literacy levels are pathetically low. Child labour still persist to our 

eternal shame. In equalities of income and wealth have been on the rise. Black money 

plays an important role both in the economy and polity of the country. Political 

democracy although apparently successful has not been matched by economic 

democracy. Significant sections of the Indian population such as the rural poor and the 

tribals continued to remain outside the domain of the development process. Landlessness, 

disguised and open unemployment and displacement cost by "development projects" 

force people either to prosperous states or urban centres in search of a livelihood. 

Gender related issues of equity, air play and human dignity continued to persist in Indian 

society. Regional inequalities in economic growth, allegations of the people of the Border 

States such as Jammu and Kashmir, The Punjab and North Eastern states resulting 

in insurgencies and armed conflicts are diverting investment away from the productive 

sectors. 

To overcome these issues our Prime Minister Dr. Manmohan Singh with his office took 

drastic changes to reform and to activate the Indian economy successfully. 
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Globalisation is a welcoming sign to grow. The latest technology like computer and 

communication system is the successful infrastructure to eradicate bribery most 

efficiently and to administer the Government successfully. The administration charges 

though increased to maintain the Government is welcomed by the Public, because the 

earning capacity also increased by 67% than before. The latest science also provides 

facilities and luxuries to the people in India. If the Government takes a stern step to 

develop agriculture as a science and as a business, our country will be the Richest 

Globally. 

 

1.3.3 Context of new Foreign Trade Policy  
 

Trade is not an end in itself, but a means to economic growth and national development. 

The primary purpose is not the mere earning of foreign exchange, but the stimulation of 

greater economic activity. 

For India to become a major player in world trade, an all encompassing, comprehensive 

view needs to be taken for the overall development of the country's foreign trade.  

 

While increase in exports is of vital importance, we have also to facilitate those imports 

which are required to stimulate our economy. Coherence and consistency among trade 

and other economic policies is important for maximizing the contribution of such policies 

to development. Thus, while incorporating the existing practice of enunciating an annual 

Foreign Trade Policy, it is necessary to go much beyond and take an integrated approach 

to the developmental requirements of India's foreign trade. 

The Foreign Trade Policy is built around two major objectives. These are:  

 

 To double our percentage share of global merchandise trade within the next five 

years; and  

 To act as an effective instrument of economic growth by giving a thrust to 

employment generation.  

 

STRATEGY 

 

For achieving these objectives, the following strategies need to be adopted:  

 

 Unshackling of controls and creating an atmosphere of trust and transparency to 

unleash the innate entrepreneurship of our businessmen, industrialists and traders.  

 Simplifying procedures and bringing down transaction costs.  

 Neutralizing incidence of all levies and duties on inputs used in export products, 

based on the fundamental principle that duties and levies should not be exported.  

 Facilitating development of India as a global hub for manufacturing, trading and 

services.  

 Identifying and nurturing special focus areas which would generate additional 

employment opportunities, particularly in semi-urban and rural areas, and 

developing a series of 'Initiatives' for each of these.  
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 Facilitating technological and infrastructure up gradation of all the sectors of the 

Indian economy, especially through import of capital goods and equipment, 

thereby increasing value addition and productivity, while attaining internationally 

accepted standards of quality.  

 Activating our Embassies as key players in our export strategy and linking our 

Commercial Wings abroad through an electronic platform for real time trade 

intelligence and enquiry dissemination.  

 

The new Policy envisages merchant exporters and manufacturer exporters, business and 

industry as partners of Government in the achievement of its stated objectives and goals  

 

The new Exim-Policy is essentially a roadmap for the development of India's foreign 

trade. It contains the basic principles and points the direction in which we propose to go. 

By virtue of its very dynamics, a trade policy cannot be fully comprehensive in all its 

details. It would naturally require modification from time to time. We propose to do this 

through continuous updating, based on the inevitable changing dynamics of international 

trade. It is in partnership with business and industry that we propose to erect milestones 

on this roadmap. With a view to doubling our percentage share of global trade within 5 

years and expanding employment opportunities, especially in semi urban and rural areas, 

certain special focus initiatives have been identified for the agriculture, handlooms, 

handicraft, gems & jewellery and leather sectors.  

 

The thrust sectors indicated below shall be extended the following facilities:  

AGRICULTURE 

 

A new scheme called the Vishesh Krishi Upaj Yojana (Special Agricultural Produce 

Scheme) for promoting the export of fruits, vegetables, flowers, minor forest produce, 

and their value added products has been introduced (Para 3.8).  

 

Funds shall be earmarked under ASIDE for development of Agri Export Zones (AEZ)  

 

Units in AEZ shall be exempt from Bank Guarantee under the EPCG Scheme.  

 

Import of capital goods shall be permitted duty free under the EPCG Scheme  

 

Units in AEZ shall be exempt from Bank Guarantee under the EPCG Scheme.  

 

Capital goods imported under EPCG shall be permitted to be installed anywhere in the 

AEZ.  

 

Import of restricted items, such as panels, shall be allowed under New towns of export 

excellence with a threshold limit of Rs 250 crore shall be notified the various export 

promotion schemes.  

 

Import of inputs such as pesticides shall be permitted under the Advance Licence for agro 
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exports.  

 

HANDLOOMS 

 

Specific funds would be earmarked under MAI/ MDA Scheme for promoting handloom 

exports  

 

Duty free import entitlement of specified trimmings and embellishments shall be 5% of 

FOB value of exports during the previous financial year.  

 

Duty free import entitlement of hand knotted carpet samples shall be 1% of FOB value of 

exports during the previous financial year.  

 

Duty free import of old pieces of hand knotted carpets on consignment basis for re-export 

after repair shall be permitted.  

 

New towns of export excellence with a threshold limit of Rs 250 crore shall be notified.  

 

HANDICRAFTS 

 

New Handicraft SEZs shall be established which would procure products from the 

cottage sector and do the finishing for exports  

 

Duty free import entitlement of trimmings and embellishments shall be 5% of the FOB 

value of exports during the previous financial year. The entitlement is broad banded, and 

shall extend also to merchant exporters tied up with supporting manufacturers  

 

The Handicraft Export Promotion Council shall be authorized to import trimmings, 

embellishments and consumables on behalf of those exporters for whom directly 

importing may not be viable Specific funds would be earmarked under MAI & MDA 

Schemes for promoting Handicraft exports  

 

CVD is exempted on duty free import of trimmings, embellishments and consumables.  

 

GEMS AND JEWELLERY 

 

Import of gold of 18 carat and above shall be allowed under the replenishment scheme  

 

Duty free import entitlement of consumables for metals other than Gold, Platinum shall 

be 2% of FOB value of exports during the previous financial year.  

 

Duty free import entitlement of commercial samples shall be Rs 100,000.  

 

Duty free re-import entitlement for rejected jewellery shall be 2% of the FOB value of 

exports cutting and polishing of gems and jewellery, shall be treated as manufacturing for 

the purposes of exemption under Section 10A of the Income Tax Act  
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LEATHER AND FOOTWEAR 

 

Duty free import entitlement of specified items shall be 5% of FOB value of exports 

during the preceding financial year.  

 

The duty free entitlement for the import of trimmings, embellishments and footwear 

components for footwear (leather as well as synthetic), gloves, travel bags and handbags 

shall be 3% of FOB value of exports of the previous financial year. The entitlement shall 

also cover packing material, such as printed and non printed shoeboxes, small cartons 

made of wood, tin or plastic materials for packing footwear  

 

Machinery and equipment for Effluent Treatment Plants shall be exempt from basic 

customs duty.  

 

Re-export of unsuitable imported materials such as raw hides & skins and wet blue 

leathers is permitted CVD is exempted on lining and interlining material notified at S.No 

168 of Customs Notification No 21/2002 dated 01.03.2002  

 

CVD is exempted on raw, tanned and dressed fur skins falling under Chapter 43 of 

ITC(HS).  

 

EXPORT PROMOTION SCEHEMES 

A. Target plus scheme to accelerate growth of exports.  

B. Vishesh krishi upaj yojna for agro-exports.  

C. Served from India scheme  

D. Additional flexibility under EPCG  

E. Import of fuel under DFRC entitlement allowed to be transferred to marketing 

agencies authorized by Min of Petroleum and Natural Gas.  

F. The DEFB scheme will be continued.  

G. EOUs shall be exempted from Service Tax in proportion to their exported goods 

and services.  

H. A scheme to establish Free Trade and Warehousing Zone is introduced to create 

trade-related infrastructure to facilitate import and export with freedom to carry 

out trade transactions in free currency.  

In order to showcase India's industrial and trade prowess to its best advantage and 

leverage existing facilities to enhance the quantity of space and service the govt plans to 

transform Pragati Maidan into a world-class complex with visitor friendliness ingress and 

egress system.  

 

A Note on Special Economic Zones (SEZ)  

 

SEZ are growth engines that can boost manufacturing, augment exports and generate 

employment. The private sector has been actively associated with the development of 



 211 

SEZs. The SEZs require special fiscal and regulatory regime in order to impart a hassle 

free operational regime encompassing the state of the art infrastructure and support 

services. The proposed legislation on SEZs to be enacted in the near future would cover 

the concepts of the developer and co- developer , incorporate the provision of virtual 

SEZs, have fiscal concessions under the Income Tax and Customs Act, provide for 

Offshore Banking Units (OBUs) etc.  

 

Out of the 24 new Special Economic Zones (SEZs) approved for establishment (as on 

31/3/2004), 3 SEZs at Salt Lake (Manikanchan), Indore and Jaipur have become 

operational and another two Zones are now ready for operation. The new SEZs are being 

set up largely by the State Governments or their agencies or by the private sector in 

association with the State Governments or by the private sector on their own. Periodic 

meetings are held by the Department of Commerce with the State 

Governments/promoters of the SEZs to expedite the projects. Eight SEZs at Kandla and 

Surat (Gujarat), Santa Cruz (Maharashtra), Cochin (Kerala), Chennai (Tamil Nadu), 

Vishakapatnam (Andhra Pradesh), Falta (West Bengal) and NOIDA (UP) converted from 

Export Processing Zones (EPZs) are operational.  

Partnership -  

 

Foreign Trade Policy of India foresees merchant exporters and manufacturer exporters, 

business and industry as partners of Government in the achievement of its stated 

objectives and goals.  

 

Road ahead of Indian foreign trade policy -  

 

This Foreign Trade Policy of India is a stepping stone for the development of India‘s 

foreign trade. It contains the basic principles and points the direction in which it propose 

to go. A trade policy cannot be fully comprehensive in all its details it would naturally 

require modification from time to time with changing dynamics of international trade. 

1.4 INDIA EXIM POLICY 

Exim Policy or Foreign Trade Policy is a set of guidelines and instructions established by 

the DGFT in matters related to the import and export of goods in India. The Foreign 

Trade Policy of India is guided by the Export Import in known as in short EXIM Policy 

of the Indian Government and is regulated by the Foreign Trade Development and 

Regulation Act, 1992. 

DGFT (Directorate General of Foreign Trade) is the main governing body in matters 

related to Exim Policy. The main objective of the Foreign Trade (Development and 

Regulation) Act is to provide the development and regulation of foreign trade by 

facilitating imports into, and augmenting exports from India. Foreign Trade Act has 

replaced the earlier law known as the imports and Exports (Control) Act 1947.  

http://www.infodriveindia.com/Exim/DGFT/Default.aspx
http://www.infodriveindia.com/Exim/Default.aspx
http://www.infodriveindia.com/Exim/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/ACTS-AND-RULES/FOREIGN-TRADE-DEVELOPMENT-AND-REGULATION-ACT-1992.aspx
http://www.infodriveindia.com/Exim/DGFT/ACTS-AND-RULES/FOREIGN-TRADE-DEVELOPMENT-AND-REGULATION-ACT-1992.aspx
http://www.infodriveindia.com/Exim/DGFT/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/ACTS-AND-RULES/FOREIGN-TRADE-REGULATION-RULES-1993.aspx
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Indian EXIM Policy contains various policy related decisions taken by the government in 

the sphere of Foreign Trade, i.e., with respect to imports and exports from the country 

and more especially export promotion measures, policies and procedures related thereto. 

Trade Policy is prepared and announced by the Central Government (Ministry of 

Commerce). India's Export Import Policy also know as Foreign Trade Policy, in general, 

aims at developing export potential, improving export performance, encouraging foreign 

trade and creating favorable balance of payments position.  

1.4.1 History of Exim Policy of India 

In the year 1962, the Government of India appointed a special 

 

Exim Policy Committee to review the government previous export import policies. The 

committee was later on approved by the Government of India. Mr. V. P. Singh, the then 

Commerce Minister and announced the Exim Policy on the 12th of April, 1985. Initially 

the EXIM Policy was introduced for the period of three years with main objective to 

boost the export business in India 

Exim Policy Documents 

 

The Exim Policy of India has been described in the following documents:  

 Interim New Exim Policy 2009 - 2010  

 Exim Policy: 2004- 2009  

 Handbook of Procedures Volume I  

 Handbook of Procedures Volume II  

 ITC(HS) Classification of Export- Import Items  

 

The major information in matters related to export and import is given in the document 

named "Exim Policy 2002-2007".  

 

An exporter uses the Handbook of Procedures Volume-I to know the procedures, the 

agencies and the documentation required to take advantage of a certain provisions of the 

Indian EXIM Policy. For example, if an exporter or importer finds out that paragraph 6.6 

of the 

 

The Handbook of Procedures Volume-II  provides very crucial information in matters 

related to the Standard Input-Output Norms (SION).  Such Input output norms are 

applicable for the products such as electronics, engineering, chemical,  food products 

including  fish and marine products, handicraft, plastic and leather products etc. Based on 

http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_3_Promotional_Measures.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/Default.aspx
http://www.infodriveindia.com/Exim/Guides/How-To-Export/Default.aspx
http://www.infodriveindia.com/DGFT/Exim-Policy/2009/default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Procedures/Default.aspx
http://www.infodriveindia.com/IONorms-SION/Default.aspx
http://www.infodriveindia.com/HS-Codes/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Procedures/2008/Default.aspx
http://www.infodriveindia.com/IONorms-SION/Default.aspx
http://www.infodriveindia.com/IONorms-SION/Default.aspx
http://www.infodriveindia.com/IONorms-SION/B-ELECTRONICS-PRODUCTS_10043.aspx
http://www.infodriveindia.com/IONorms-SION/C-ENGINEERING-PRODUCTS_10045.aspx
http://www.infodriveindia.com/IONorms-SION/A-CHEMICAL-PRODUCTS_10034.aspx
http://www.infodriveindia.com/IONorms-SION/E-FOOD-PRODUCTS_10047.aspx
http://www.infodriveindia.com/IONorms-SION/D-FISH-AND-MARINE-PRODUCTS_10053.aspx
http://www.infodriveindia.com/IONorms-SION/F-HANDICRAFTS_10049.aspx
http://www.infodriveindia.com/IONorms-SION/H-PLASTIC-PRODUCTS_10057.aspx
http://www.infodriveindia.com/IONorms-SION/G-LEATHER-PRODUCTS_10051.aspx
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SION, exporters are provided the facility to make duty-free import of inputs required for 

manufacture of export products under the Duty Exemption Scheme or Duty Remission 

Scheme. 

 

The Export Import Policy regarding import or export of a specific item is given in the 

ITC- HS Codes or better known as Indian Trade Clarification Code based on Harmonized 

System of Coding was adopted in India for import-export operations. Indian Custom uses 

an eight digit ITC-HS Codes to suit the national trade requirements. ITC-HS codes are 

divided into two schedules. Schedule I describe the rules and exim guidelines related to 

import policies where as Export Policy Schedule II describe the rules and regulation 

related to export policies. Schedule I of the ITC-HS code is divided into 21 sections and 

each section is further divided into chapters. The total number of chapters in the schedule 

I is 98. The chapters are further divided into sub-heading under which different HS codes 

are mentioned. 

 

ITC(Hs) Schedule II of the code contain 97 chapters giving all the details about the 

Export Import Guidelines related to the export policies. 

 

1.4.2 Objectives of the Exim Policy   
 

Government control import of non-essential items through the 

 

EXIM Policy. At the same time, all-out efforts are made to promote exports. Thus, there 

are two aspects of Exim Policy; the import policy which is concerned with regulation and 

management of imports and the export policy which is concerned with exports not only 

promotion but also regulation. The main objective of the Government's EXIM Policy is 

to promote exports to the maximum extent. Exports should be promoted in such a manner 

that the economy of the country is not affected by unregulated exportable items specially 

needed within the country. Export control is, therefore, exercised in respect of a limited 

number of items whose supply position demands that their exports should be regulated in 

the larger interests of the country. In other words, the main objective of the Exim Policy 

is:  

 To accelerate the economy from low level of economic activities to high level of 

economic activities by making it a globally oriented vibrant economy and to 

derive maximum benefits from expanding global market opportunities.  

 To stimulate sustained economic growth by providing access to essential raw 

materials, intermediates, components,' consumables and capital goods required for 

augmenting production.  

 To enhance the techno local strength and efficiency of Indian agriculture, industry 

and services, thereby, improving their competitiveness.  

 To generate new employment.  

 Opportunities and encourage the attainment of internationally accepted standards 

of quality.  

 To provide quality consumer products at reasonable prices.  

1.4.3 Governing Body of Exim Policy 

http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_4_Duty_Exemption_Remission_Schemes.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_4_Duty_Exemption_Remission_Schemes.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/Default.aspx
http://www.infodriveindia.com/HS-Codes/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/ITC-HS-EXPORT-SCHEDULE-2/Default.aspx
http://www.infodriveindia.com/Exim/Indian-Customs/Default.aspx
http://www.infodriveindia.com/Exim/Guides/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/ITC-HS-EXPORT-SCHEDULE-2/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/ITC-HS-EXPORT-SCHEDULE-2/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/ITC-HS-EXPORT-SCHEDULE-2/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/ITC-HS-EXPORT-SCHEDULE-2/TABLE-B-CHAPTER-97-MISCELLANEOUS-GOODS.aspx
http://www.infodriveindia.com/Exim/Guides/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/Default.aspx
http://www.infodriveindia.com/Export-Import/Trade-Statistics.aspx
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The Government of India notifies the Exim Policy for a period of five years (1997-2002) 

under Section 5 of the Foreign Trade (Development and Regulation Act), 1992. The 

current Export Import Policy covers the period 2002-2007. The Exim Policy is updated 

every year on the 31st of March and the modifications, improvements and new schemes 

became effective from 1st April of every year. All types of changes or modifications 

related to the EXIM Policy is normally announced by the Union Minister of Commerce 

and Industry who co-ordinates with the Ministry of Finance, the Directorate General of 

Foreign Trade and network of Dgft Regional Offices. 

1.4.4 Exim policies overview 

Exim Policy 1992 -1997  

In order to liberalize imports and boost exports, the Government of India for the first time 

introduced the Indian Exim Policy on April I, 1992. In order to bring stability and 

continuity, the Export Import Policy was made for the duration of 5 years. However, the 

Central Government reserves the right in public interest to make any amendments to the 

trade Policy in exercise of the powers conferred by Section-5 of the Act. Such 

amendment shall be made by means of a Notification published in the Gazette of India. 

Export Import Policy  is believed to be an important step towards the economic reforms 

of India. 

Exim Policy 1997 -2002  

With time the Exim Policy 1992-1997 became old, and a New Export Import Policy was 

need for the smooth functioning of the Indian export import trade. Hence, the 

Government of India introduced a new Exim Policy for the year 1997-2002. This policy 

has further simplified the procedures and educed the interface between exporters and the 

Director General of  Foreign Trade (DGFT) by reducing the number of documents 

required for export by half. Import has been further liberalized and better efforts have 

been made to promote Indian exports in international trade. 

Objectives of the Exim Policy 1997 -2002  

The principal objectives of the Export Import Policy 1997 -2002 are as under:  

http://www.infodriveindia.com/Exim/DGFT/ACTS-AND-RULES/FOREIGN-TRADE-DEVELOPMENT-AND-REGULATION-ACT-1992.aspx
http://www.infodriveindia.com/Exim/DGFT/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Default.aspx
http://www.infodriveindia.com/Notifications/SearchResults.aspx?AllKeywords=&TopicId=48244&IssuingAuthorityId=0&TypeId=0&NotificationNo=&StartDate=&EndDate=
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Default.aspx
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 To accelerate the economy from low level of economic activities to high level of 

economic activities by making it a globally oriented vibrant economy and to 

derive maximum benefits from expanding global market opportunities.  

 To motivate sustained economic growth by providing access to essential raw 

materials, intermediates, components,' consumables and capital goods required for 

augmenting production.  

To improve the technological strength and efficiency of Indian agriculture, 

industry and services, thereby, improving their competitiveness.  

 To create new employment. Opportunities and encourage the attainment of 

internationally accepted standards of quality.  

 To give quality consumer products at practical prices.  

Highlights of the Exim Policy 1997-2002  

    1. Period of the Exim Policy 

 This policy is valid for five years instead of three years as in the case of earlier 

policies. It is effective from 1st April 1997 to 31st March 2002.  

     2. Liberalization  

 A very important feature of the policy is liberalization.   

 It has substantially eliminated licensing, quantitative restrictions and other 

regulatory and discretionary controls. All goods, except those coming under 

negative list, may be freely imported or exported.  

      3. Imports Liberalization  

 Of 542 items from the restricted list 150 items have been transferred to Special 

Import Licence (SIL) list and remaining 392 items have been transferred to Open 

General Licence (OGL) List.  

      4. Export Promotion Capital Goods (EPCG) Scheme  

 The duty on imported capital goods under EPCG Scheme has been reduced from 

15% to 10%.  

 Under the zero duty EPCG Scheme, the threshold limit has been reduced from Rs. 

20 crore to Rs. 5 crore for agricultural and allied Sectors 

      5. Advance Licence Scheme 
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 Under Advance License Scheme, the period for export obligation has been 

extended from 12 months to 18 months.  

 A further extension for six months can be given on payment of 1 % of the value 

of unfulfilled exports. 

       6. Duty Entitlement Pass Book (DEPB) Scheme  

 Under the DEPB Scheme an exporter may apply for credit, as a specified 

percentage of FOB value of exports, made in freely convertible currency.  Such 

credit can be can be utilized for import of raw materials, intermediates, 

components, parts, packaging materials, etc. for export purpose.  

Impact of Exim Policy 1997 –2002  

 

(a) Globalization of Indian Economy:  

The Exim Policy 1997-02 proposed with an aim to prepare a framework for 

globalizations of Indian economy. This is evident from the very first objective of the 

policy, which states. "To accelerate the economy from low level of economic activities 

to- high level of economic activities by making it a globally oriented vibrant economy 

and to derive maximum benefits from expanding global market opportunities."  

 

 

(b) Impact on the Indian Industry:  

In the EXIM policy 1997-02, a series of reform measures have been introduced in order 

to give boost to India's industrial growth and generate employment opportunities in non-

agricultural sector. These include the reduction of duty from 15% to 10% under EPCG 

scheme that enables Indian firms to import capital goods and is an important step in 

improving the quality and productivity of the Indian industry.  

 

(c) Impact on Agriculture: 

Many encouraging steps have been taken in the Exim Policy 1997-2002 in order to give a 

boost to Indian agricultural sector. These steps includes provision of additional SIL of 1 

% for export of agro products, allowing EOU’s and other units in EPZs in agriculture 

sectors to 50% of their output in the domestic tariff area (DTA) on payment of duty.  

 

(d) Impact on Foreign Investment.  

In order to encourage foreign investment in India, the Exim Policy 1997-02 has permitted 

http://www.infodriveindia.com/Exim/EOU/Default.aspx
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100% foreign equity participation in the case of 100% EOUs, and units set up in EPZs. 

 

(e) Impact on Quality up gradation:  

The SIL entitlement of exporters holding ISO 9000 certification has been increased from 

2% to 5% of the FOB value of exports, which has encouraged Indian industries to 

undertake research and development programmers and upgrade the quality of their 

products.  

 

(f) Impact on Self-Reliance:-  

The Exim Policy 1997-2002 successfully fulfills one of the India‘s long terms objective 

of Self-reliance. The Exim Policy has achieved this by encouraging domestic sourcing of 

raw materials, in order to build up a strong domestic production base. New incentives 

added in the Exim Policy have also added benefits to the exporters. 

Exim Policy 2002 – 2007  

The Exim Policy 2002 - 2007 deals with both the export and import of merchandise and 

services. It is worth mentioning here that the Exim Policy: 1997 - 2002 had accorded a 

status of exporter to the business firm exporting services with effect from1.4.1999. Such 

business firms are known as Service Providers. 

Objectives of the Exim Policy: 2002 - 2007 

The main objectives of the Export Import Policy 2002-2007 are as follows:  

1. To encourage economic growth of India by providing supply of essential raw 

materials, intermediates, components, consumables and capital goods required for 

augmenting production and providing services.  

2. To improve the technological strength and efficiency of Indian agriculture, 

industry and services, thereby improving their competitive strength while 

generating new employment opportunities and encourage the attainment of 

internationally accepted standards of quality; and  

3. To provide consumers with good quality products and services at internationally 

competitive prices while at the same time creating a level playing field for the 

domestic producers. 

Main Elements of Exim Policy 2004-2009 

The new Exim Policy 2004-2009 has the following main elements: 
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 Preamble  

 Legal Framework  

 Special Focus Initiatives  

 Board Of Trade  

 General Provisions Regarding Imports And Exports  

 Promotional Measures  

 Duty Exemption / Remission Schemes  

 Export Promotion Capital Goods Scheme  

 Export Oriented Units (EOUs),Electronics Hardware Technology Parks (EHTPS), 

Software   Technology Parks (STPs) and Bio-Technology Parks (BTPs)  

 Special Economic Zones  

 Free Trade & Warehousing Zones  

 Deemed Exports 

Permeable of Exim Policy 2004-2009: It is a speech given by the Ministry of Commerce 

and Industries. The speech for the Exim Policy 2004-2009 was given by Kamal Nath, on 

31ST AUGUST, 2004. 

Legal Framework of Exim Policy 2004-2009 

 

Preamble 

The Preamble spells out the broad framework and is an integral part of the Foreign Trade 

Policy.  

 

Duration 

In exercise of the powers conferred under Section 5 of The Foreign Trade (Development 

and Regulation Act), 1992 (No. 22 of 1992), the Central Government hereby notifies the 

Exim Policy for the period 2004-2009 incorporating the Export Import Policy for the 

period 2002-2007, as modified. This Policy shall come into force with effect from 1st 

September, 2004 and shall remain in force up to 31st March, 2009, unless as otherwise 

specified.  

 

Amendments 

The Central Government reserves the right in public interest to make any amendments to 

this Policy in exercise of the powers conferred by Section-5 of the Act. Such amendment 
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shall be made by means of a Notification published in the Gazette of India.  

 

Transitional Arrangements  

Notifications made or Public Notices issued or anything done under the previous Export / 

Import policies and in force immediately before the commencement of this Policy shall, 

in so far as they are not inconsistent with the provisions of this Policy, continue to be in 

force 

and shall be deemed to have been made, issued or done under this Policy. 

 

Licenses, certificates and permissions issued before the commencement of this Policy 

shall continue to be valid for the purpose and duration for which such licence; certificate 

or permission was issued unless otherwise stipulated.  

 

Free Export Import 

In case an export or import that is permitted freely under Export Import Policy is 

subsequently subjected to any restriction or regulation, such export or import will 

ordinarily be permitted notwithstanding such restriction or regulation, unless otherwise 

stipulated, provided that the shipment of the export or import is made within the original 

validity of an irrevocable letter of credit established before the date of imposition of such 

restriction. 

Special Focus Initiative of Exim Policy 2004-2009 

With a view to doubling our percentage share of global trade within 5 years and 

expanding employment opportunities, especially in semi urban and rural areas, certain 

special focus initiatives have been identified for agriculture, handlooms, handicraft, 

gems & jewellery, leather and Marine sectors. 

 

Government of India shall make concerted efforts to promote exports in these sectors by 

specific sectoral strategies that shall be notified from time to time. 

Board of Trade of Exim Policy 2004-2009 

BOT has a clear and dynamic role in advising government on relevant issues connected 

with foreign trade. 

http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_1B_Special_Focus_Initiatives.aspx
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 To advise Government on Policy measures for preparation and implementation of 

both short and long term plans for increasing exports in the light of emerging 

national and international economic scenarios;  

 To review export performance of various sectors, identify constraints and suggest 

industry specific measures to optimize export earnings;  

 To examine existing institutional framework for imports and exports and suggest 

practical measures for further streamlining to achieve desired objectives;  

 To review policy instruments and procedures for imports and exports and suggest 

steps to rationalize and channelize such schemes for optimum use; 

 To examine issues which are considered relevant for promotion of India‘s foreign 

trade, and to strengthen international competitiveness of Indian goods and 

services; and  

 To commission studies for furtherance of above objectives. 

General Provisions Regarding Exports and Imports of Exim Policy 2004-2009 

The Export Import Policy relating to the general provisions regarding exports and 

Imports is given in Chapter-2 of the Exim Policy. 

 

Countries of Imports/Exports - Unless otherwise specifically provided, import/ export 

will be valid from/to any country. However, import/exports of arms and related material 

from/to Iraq shall be prohibited.  

 

The above provisions shall, however, be subject to all conditionality, or requirement of 

licence, or permission, as may be required under Schedule II of ITC (HS).  

Promotional Measures of Exim Policy 2004-2009 

The Government of India has set up several institutions whose main functions are to help 

an exporter in his work. It would be advisable for an exporter to acquaint him with these 

institutions and the nature of help that they can provide so that he can initially contact 

them and have a clear picture of what help he can expect of the organized sources in his 

export effort. Some of these institutions are as follows. 

Export Promotion Councils 

Commodity Boards 

Marine Products Export Development Authority 

Agricultural & Processed Food Products Export Development Authority 

Indian Institute of Foreign Trade 

India Trade Promotion Organization (ITPO) 

http://www.infodriveindia.com/Exim/DGFT/ITC-HS-EXPORT-SCHEDULE-2/Default.aspx
http://www.infodriveindia.com/TradeResources/ExportPromotion.aspx
http://www.infodriveindia.com/TradeResources/TradeResource.aspx?TradeResourceTypeId=5&GridInfo=Export+Promotion+Councils08&CompanyName=Agricultural&City=&State=&Country=
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National Centre for Trade Information (NCTI) 

Export Credit Guarantee Corporation (ECGC) 

Export-Import Bank 

Export Inspection Council 

Indian Council of Arbitration 

Federation of Indian Export 

Organizations 

Department of Commercial Intelligence and Statistics 

Directorate General of Shipping 

Freight Investigation Bureau 

Duty Exemption / Remission Schemes of Exim Policy 2004-2009 

The Duty Exemption Scheme enables import of inputs required for export production. It 

includes the following exemptions- 

 

Duty Drawback: - The Duty Drawback Scheme is administered by the Directorate of 

Drawback, Ministry of Finance. Under Duty Drawback scheme, an exporter is entitled to 

claim Indian Customs Duty paid on the imported goods and Central Excise Duty paid on 

indigenous raw materials or components.  

 

Excise Duty Refund: - Excise Duty is a tax imposed by the Central Government on 

goods manufactured in India. Excise duty is collected at source, i.e., before removal of 

goods from the factory premises. Export goods are totally exempted from central excise 

duty. 

 

Octroi Exemption: - Octroi is a duty paid on manufactured goods, when they enter the 

municipal limits of a city or a town. However, export goods are exempted from Octroi. 

 

 

The Duty Remission Scheme enables post export replenishment/ remission of duty on 

inputs used in the export product. 

 

DEPB: Duty Entitlement Pass Book in short DEPB. DEPB Scheme Rate  is basically an 

export incentive scheme. The objective of is to neutralize the incidence of basic custom 

duty on the import content of the exported products. 

 

DFRC 
Under the Duty Free Replenishment Certificate (DFRC) schemes, import incentives are 

given to the exporter for the import of inputs used in the manufacture of goods without 

payment of basic customs duty. Duty Free Replenishment Certificate (DFRC) shall be 

available for exports only up to 30.04.2006 and from 01.05.2006 this scheme is being 

replaced by the 

 

http://www.infodriveindia.com/Drawback-Rates/Default.aspx
http://www.infodriveindia.com/Indian-Customs-Duty/Default.aspx
http://www.infodriveindia.com/Excise-Duty/Default.aspx
http://www.infodriveindia.com/Excise-Duty/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_4_Duty_Exemption_Remission_Schemes.aspx
http://www.infodriveindia.com/DEPB-Rates/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_4_Duty_Exemption_Remission_Schemes.aspx#DUTY_FREE_IMPORT_AUTHORISATION_(DFIA)_SCHEME
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Duty Free Import Authorisation (DFIA). 
 

DFIA: Effective from 1st May, 2006, Duty Free Import Authorisation or DFIA in short is 

issued to allow duty free import of inputs which are used in the manufacture of the export 

product (making normal allowance for wastage), and fuel, energy, catalyst etc. which are 

consumed or utilised in the course of their use to obtain the export product. Duty Free 

Import Authorisation is issued on the basis of inputs and export items given under 

Standard Input and Output Norms(SION). 

Export Oriented Units (EOUs), Electronics Hardware Technology Parks (EHTPs), 

Software Technology Parks(STPs) And Bio-Technology Parks (BTPs) of Exim Policy 

2004-2009. The Export Import  Policies relating to Export Oriented Units (EOUs) 

Electronics Hardware Technology Parks (EHTPs), Software Technology Parks (STPs) 

and Bio-technology parks (BTPs) Scheme is given in Chapter 6 of the Foreign Trade 

Policy. Software Technology Park(STP)/Electronics Hardware Technology Park (EHTP) 

complexes can be set up by the Central Government, State Government, Public or Private 

Sector Undertakings. 

Export Promotion Capital Goods Scheme (EPCG) of Exim Policy 2004-2009 

Introduced in the EXIM policy of 1992-97, Export Promotion Capital Goods Scheme 

(EPCG) enable exporters to import machinery and other capital goods for export 

production at concessional or no customs duties at all. This facility is subject to export 

obligation, i.e., the exporter is required to guarantee exports of certain minimum value, 

which is in multiple of total value of capital goods imported.  

 

Capital goods imported under EPCG Scheme are subject to actual user condition and the 

same cannot be transferred /sold till the fulfillment of export obligation specified in the 

licence. In order to ensure that the capital goods imported under EPCG Scheme, the 

licence holder is required to produce certificate from the jurisdictional 

Central Excise Authority (CEA) or Chartered Engineer (CE) confirming installation of 

such capital goods in the declared premises.  

Special Economic Zone (SEZ) under the Exim Policy 2004-2009 

A Special Economic Zone in short SEZ is a geographically distributed area or zones 

where the economic laws are more liberal as compared to other parts of the country. 

SEZs are proposed to be specially delineated duty free enclaves for the purpose of trade, 

operations, duty and tariffs. SEZs are self-contained and integrated having their own 

infrastructure and support services. 

 

http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_4_Duty_Exemption_Remission_Schemes.aspx#DUTY_FREE_IMPORT_AUTHORISATION_(DFIA)_SCHEME
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_4_Duty_Exemption_Remission_Schemes.aspx#DUTY_FREE_IMPORT_AUTHORISATION_(DFIA)_SCHEME
http://www.infodriveindia.com/IONorms-SION/Default.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_5_Export_Promotion_Capital_Goods_Epcg_scheme.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_5_Export_Promotion_Capital_Goods_Epcg_scheme.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_5_Export_Promotion_Capital_Goods_Epcg_scheme.aspx
http://www.infodriveindia.com/Exim/Central-Excise/Default.aspx
http://www.infodriveindia.com/Exim/Special_Economic_Zone_SEZ/Default.aspx
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The area under 'SEZ' covers a broad range of zone types, including Export Processing 

Zones (EPZ), Free Zones (FZ), Industrial Estates (IE), Free Trade Zones (FTZ), Free 

Ports, Urban Enterprise Zones and others. 

 

In Indian, at present there are eight functional Special Economic Zones located at Santa 

Cruz (Maharashtra), Cochin (Kerala), Kandla and Surat (Gujarat), Chennai (Tamil Nadu), 

Visakhapatnam (Andhra Pradesh), Falta (West Bengal) and Noida (Uttar Pradesh) in 

India. Further a Special Economic Zone at Indore ( Madhya Pradesh ) is also ready for 

operation. 

Free Trade & Warehousing Zones of Exim Policy 2004-2009 

Free Trade & Warehousing Zones (FTWZ) shall be a special category of Special 

Economic Zones with a focus on trading and warehousing. The concept of FTWZ is new 

and has been recently introduced in the five-year foreign trade policy 2004-09. Its main 

objective is to provide infrastructure for growth of the economy and foreign trade. Free 

Trade & Warehousing Zones (FTWZ) plays an important role in achieving global 

standard warehousing facilities as free trade zones. Free Trade & Warehousing Zones is a 

widely accepted model with a history of providing Substantial encouragement to foreign 

trade and warehousing activity. 

Deemed Exports under the Exim Policy 2004-2009 

Deemed Export is a special type of transaction in the Indian Exim policy in which the 

payment is received before the goods are delivered. The payment can be done in Indian 

Rupees or in Foreign Exchange. As the deemed export is also a source of foreign 

exchange, so the Government of India has given the benefit duty free import of inputs. 

1.5 RECENT CHANGES AND THEIR IMPLICATIONS 

The Indian economy has grown rapidly over the past decade, with real GDP growth 

averaging some 6% annually, in part due to the continued structural reform, including 

trade liberalization, according to a WTO Secretariat report on the trade policies and 

practices of India. 

Social indicators, such as poverty and infant mortality have also improved during the last 

ten years. In order to achieve further significant reductions in poverty, India is currently 

targeting higher real GDP growth of between 7% and 9% (compared with 5.4% expected 

for 2001/02); to meet this goal, it will be important, as stressed by the authorities, to 

continue, and even accelerate, the reform process and increase competition in the 

economy. 

http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_7A_Free_Trade_Warehousing_Zones.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_8_Deemed_Exports.aspx
http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/Chapter_8_Deemed_Exports.aspx
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The WTO Secretariat report, along with the policy statement by the Government of India, 

will serve as a basis for the third Trade Policy Review (TPR) of India by the Trade Policy 

Review Body of the WTO on 19 and 21 June 2002. 

Recognizing the important linkages between trade and economic growth, the Government 

has simplified the tariff, eliminated quantitative restrictions on imports, and reduced 

export restrictions. It plans to further simplify and reduce the tariff. However, the level of 

protection through the tariff remains relatively high and the anti-export bias inherent in 

imports and other constraints still remains. To help counteract this anti-export bias, 

export promotion measures have gained in importance. The Government has recently 

announced a further increase in these measures and plans to continue reforms of the tariff 

and other taxes. 

Tariff and tax reform are also crucial to address the problem of high fiscal deficits, which 

have continue to grow despite efforts to reduce public spending. Moreover, with the 

customs tariff accounting for some 30% of net government tax revenue, further reform of 

the tariff may depend on major tax reform. 

The report notes that the authorities are firm in their view that improving the economic 

growth rate requires further structural reform. As restrictions on trade and competition 

have been reduced, constraints associated with infrastructure and regulatory bottlenecks 

have become increasingly evident and need to be addressed urgently both through 

regulatory reform and through increased investment. Despite further liberalization of the 

FDI regime, India‘s record in attracting investment remains disappointing, with FDI 

accounting for some 1% of GDP. The government has also taken various steps to 

improve enforcement of intellectual property rights which should help to attract FDI. 

A major development since the previous Review was the removal of all import 

restrictions maintained for balance-of-payments reasons. Thus, the customs tariff has 

become the main form of border protection. There have been significant recent efforts to 

rationalize the tariff, but, with numerous exemptions based on end-use, it remains 

complex and applied tariffs, which averaged some 32% in 2001/02, remains relatively 

high. As a result of additional bindings taken by India in the WTO, the share of tariff 

lines that are bound has increased since the previous Review, from 67% to 72%. The 

average (final) bound rate is 50.6%, higher than the applied MFN rate; this gap provided 

ample scope for applied rates to be raised recently on a few agricultural products. 

While import licensing and tariff restrictions are generally declining, there appears to 

have been an increase in other border measures such as anti-dumping, with some 250 

cases initiated since 1995. Internal reforms have concentrated on improving efficiency 

and competition in the economy. Thus, while industrial policy remains important, its 

scope seems to have been reduced significantly. In addition, since the previous review, 

there has been a reduction in the number of activities reserved for the public sector and 

for the small scale industry. The need for increased competition is being addressed by 

gradually reducing the degree of direct government involvement in economic activities, 

including through a programme to restructure and privatize state-owned companies. The 
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privatization programme has thus far had limited success and must also be stepped up to 

address the fiscal deficit. In addition, price controls, currently maintained on several 

products including fertilizers, petroleum products and in agriculture, add to the fiscal 

burden of subsidies. (implicit and explicit subsidies were estimated at some 14,5 % of 

GDP in the mid-1990s). 

Policy in the agriculture sector has been guided by domestic supply and self-sufficiency 

considerations. Thus, the sector is shielded through import and export controls, including 

tariffs, state trading, export restrictions and, until recently, import restrictions. The result 

of this policy has been a substantial increase in stocks to unsustainable levels and the 

costs associated with maintaining these stocks. 

In services, significant reforms have been pursued since the previous Review, especially 

in telecommunications, financial services and, to some extent, in infrastructure services, 

such as power and transport. Liberalization of telecommunication services has resulted in 

an increase in availability and a reduction in tariffs. The reduction in telecommunication 

tariffs is also likely to benefit the software sector, one of the major success stories in 

recent years. 

Efforts have also been made to address transportation and power shortages although with 

mixed results. Electricity, in particular, remains in short supply and constrained by the 

loss making state electricity boards (SEBs). 

India‘s economic reform programme resulted in strong economic growth throughout the 

1990s. The recent slowdown, although partly due to the overall slowdown in the world 

economy, also demonstrates the necessity of continuing these reform efforts. In 

particular, difficult decisions are required to redress the fiscal imbalance, by reducing 

subsidies, completing the process of tariff and tax reform, and stepping-up privatization 

of state-owned enterprises. 

Activity 1 

 

1. Discuss in detail various trade issues in Indian trade. 

2. Write a brief note on history of trade policy of India. What is the impact of 

liberalisation on trade in India? 

3. What do you understand by Exim policy? Write its objectives and various 

strategies under it. 

4. What are the recent changes in Indian trade patterns and policies? Discuss with 

suitable examples. 

 

 

1.6 SUMMARY 
 

The unit deals the international policies in context of Indian economy. It first introduces 

the concept of trade policies in India. Rationality and consistency among trade and other 

economic policies is important for maximizing the contribution of such policies to 
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development. Secondly it threw light on various trade issues in Indian economy and 

trade. Exim policy was dealt in detail along with all its necessary instruments and history 

since decades. Exim Policy or Foreign Trade Policy is a set of guidelines and instructions 

established by the DGFT in matters related to the import and export of goods in India. 

Finally major changes brought by liberalisation and globalization were discussed 

including the removal of all import restrictions maintained for balance-of-payments 

reasons. 

 

1.7 FURTHER READINGS 
 

 Huang, D. and S. Shirai (1994). ―Information Externalities Affecting the Dynamic 

Pattern of Foreign Direct Investment: The Case of China‖, Working Paper 

No.94/44, IMF. 

 International Monetary Fund (IMF) (1998). ―India: Recent Economic 

Developments‖, Staff Country Report No.98/120, IMF. 

 International Monetary Fund (IMF). International Financial Statistics, various 

issues. 

 Kelkar, V.L. (2001). ―India‘s Reform Agenda : Micro, Meso and Macro 

Economic 

 Reforms‖, Fourth Annual Fellows Lecture 2001, Centre for the Advanced Study 

of India, University of Pennsylvania. 

 Reserve Bank of India. Handbook of Statistics on the Indian Economy, various 

issues. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

http://www.infodriveindia.com/Exim/DGFT/Default.aspx
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UNIT 2 

 

TRADE REFORMS AND MULTI NATIONAL 

CORPORATIONS IN INDIA 

 
Objectives  

 

Upon successful completion of this unit, you should be able to: 

 

 Understand the causes to trade reforms in India 

 Know various trade reforms in Indian context 

 Appreciate the impact of trade reforms on growth and employment in India 

 Describe the problem of external debt in India 

 Explain the working and regulations of Multinational corporations in India 

 Discuss initiatives taken by Indian government to promote exports. 

 

 

Structure 

  

2.1 Introduction 

2.2 Crisis – the cause to reforms 

2.3 Trade Reforms 

2.4 Impacts of trade reforms in India 

2.5 External debt problem  

2.6 Multinational corporations 

2.7 Initiatives to export promotion 

2.8 Summary  

2.9 Further readings 

 

2.1 INTRODUCTION 
 

The economic liberalization in India refers to ongoing reforms in India that are started in 

1991. After Independence in 1947, India adhered to socialist policies. In the 1980s, Prime 

Minister Rajiv Gandhi initiated some reforms. In 1991, after the International Monetary 

Fund (IMF) had bailed out the bankrupt state, the government of P. V. Narasimha Rao 

and his finance minister Manmohan Singh started breakthrough reforms. The new 

policies included opening for international trade and investment, deregulation, initiation 

of privatization, tax reforms, and inflation-controlling measures. The overall direction of 

liberalization has since remained the same, irrespective of the ruling party, although no 

party has yet tried to take on powerful lobbies such as the trade unions and farmers, or 

contentious issues such as reforming labor laws and reducing agricultural subsidies.  

 

As of 2009, about 300 million people — equivalent to the entire population of the entire 

United States — has escaped extreme poverty. The fruits of liberalization reached their 

http://en.wikipedia.org/wiki/Economy_of_India
http://en.wikipedia.org/wiki/Socialist
http://en.wikipedia.org/wiki/Rajiv_Gandhi
http://en.wikipedia.org/wiki/International_Monetary_Fund
http://en.wikipedia.org/wiki/International_Monetary_Fund
http://en.wikipedia.org/wiki/P._V._Narasimha_Rao
http://en.wikipedia.org/wiki/Manmohan_Singh
http://en.wikipedia.org/wiki/Deregulation
http://en.wikipedia.org/wiki/Privatization
http://en.wikipedia.org/wiki/Labor_laws_in_India
http://en.wikipedia.org/wiki/Subsidies_in_India
http://en.wikipedia.org/wiki/Poverty_in_India
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peak in 2007, with India recording its highest GDP growth rate of 9%. With this, India 

became the second fastest growing major economy in the world, next only to China. An 

Organisation for Economic Co-operation and Development (OECD) report states that the 

average growth rate 7.5% will double the average income in a decade, and more reforms 

would speed up the pace.  

 

Indian government coalitions have been advised to continue liberalization. India grows at 

slower pace than China, which had liberalised economy in 1978. McKinsey states that 

removing main obstacles "would free India‘s economy to grow as fast as China‘s, at 10 

percent a year". 

 

2.2 CRISIS – THE CAUSE TO REFORMS 
 

The assassination of Prime Minister Indira Gandhi in 1984, and later of her son Rajiv 

Gandhi in 1991, crushed international investor confidence on the economy that was 

eventually pushed to the brink by the early 1990s. 

 

As of 1991, India still had a fixed exchange rate system, where the rupee was pegged to 

the value of a basket of currencies of major trading partners. India started having balance 

of payments problems since 1985, and by the end of 1990, it was in a serious economic 

crisis. The government was close to default, its central bank had refused new credit and 

foreign exchange reserves had reduced to the point that India could barely finance three 

weeks‘ worth of imports. 

A Balance of Payments crisis in 1991 pushed the country to near bankruptcy. In return for an IMF 

bailout, gold was transferred to London as collateral, the Rupee devalued and economic reforms 

were forced upon India. That low point was the catalyst required to transform the economy 

through badly needed reforms to unshackle the economy. Controls started to be dismantled, 

tariffs, duties and taxes progressively lowered, state monopolies broken, the economy was opened 

to trade and investment, private sector enterprise and competition were encouraged and 

globalisation was slowly embraced. The reforms process continues today and is accepted by all 

political parties, but the speed is often held hostage by coalition politics and vested interests. 

– India Report, Astaire Research 

2.3 TRADE REFORMS 
 

The Government of India headed by Narasimha Rao decided to usher in several reforms 

that are collectively termed as liberalisation in the Indian media. Narasimha Rao 

appointed Manmohan Singh as a special economical advisor to implement liberalisation. 

 

The reforms progressed furthest in the areas of opening up to foreign investment, 

reforming capital markets, deregulating domestic business, and reforming the trade 

regime. Liberalization has done away with the Licence Raj (investment, industrial and 

import licensing) and ended many public monopolies, allowing automatic approval of 

foreign direct investment in many sectors. Rao's government's goals were reducing the 

http://en.wikipedia.org/wiki/Organisation_for_Economic_Co-operation_and_Development
http://en.wikipedia.org/wiki/People%27s_Republic_of_China
http://en.wikipedia.org/wiki/Economic_reform_in_the_People%27s_Republic_of_China
http://en.wikipedia.org/wiki/McKinsey
http://en.wikipedia.org/wiki/Indira_Gandhi
http://en.wikipedia.org/wiki/Rajiv_Gandhi
http://en.wikipedia.org/wiki/Rajiv_Gandhi
http://en.wikipedia.org/wiki/Balance_of_payments
http://en.wikipedia.org/wiki/Balance_of_payments
http://en.wikipedia.org/wiki/Government_of_India
http://en.wikipedia.org/wiki/Narasimha_Rao
http://en.wikipedia.org/wiki/Mass_media
http://en.wikipedia.org/wiki/Narasimha_Rao
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fiscal deficit, privatization of the public sector, and increasing investment in 

infrastructure. Trade reforms and changes in the regulation of foreign direct investment 

were introduced to open India to foreign trade while stabilizing external loans. Rao's 

finance minister, Manmohan Singh, an acclaimed economist, played a central role in 

implementing these reforms. New research suggests that the scope and pattern of these 

reforms in India's foreign investment and external trade sectors followed the Chinese 

experience with external economic reforms.  

 

 In the industrial sector, industrial licensing was cut, leaving only 18 industries 

subject to licensing. Industrial regulation was rationalized.  

 Abolishing in 1992 the Controller of Capital Issues which decided the prices and 

number of shares that firms could issue.  

 Introducing the SEBI Act of 1992 and the Security Laws (Amendment) which 

gave SEBI the legal authority to register and regulate all security market 

intermediaries.  

 Starting in 1994 of the National Stock Exchange as a computer-based trading 

system which served as an instrument to leverage reforms of India's other stock 

exchanges. The NSE emerged as India's largest exchange by 1996. 

 Reducing tariffs from an average of 85 percent to 25 percent, and rolling back 

quantitative controls. (The rupee was made convertible on trade account.)  

 Encouraging foreign direct investment by increasing the maximum limit on share 

of foreign capital in joint ventures from 40 to 51 percent with 100 percent foreign 

equity permitted in priority sectors.  

 Streamlining procedures for FDI approvals, and in at least 35 industries, 

automatically approving projects within the limits for foreign participation.  

 Opening up in 1992 of India's equity markets to investment by foreign 

institutional investors and permitting Indian firms to raise capital on international 

markets by issuing Global Depository Receipts (GDRs).  

 Marginal tax rates were reduced. 

 Privatization of large, inefficient and loss-inducing government corporations was 

initiated. 

 

2.3.1 Other 

 
Later reforms 

 

 Atal Bihari Vajpayee's administration surprised many by continuing reforms, 

when it was at the helm of affairs of India for five years.  

 The Vajpayee administration continued with privatization, reduction of taxes, a 

sound fiscal policy aimed at reducing deficits and debts and increased initiatives 

for public works. 

 The UF government attempted a progressive budget that encouraged reforms, but 

the 1997 Asian financial crisis and political instability created economic 

stagnation. 
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 Strategies like forming Special Economic Zones - tax amenities, good 

communications infrastructure, low regulation — to encourage industries has paid 

off in many parts of the country. 

 The Golden Quadrilateral project aimed to link India's corners with a network of 

modern highways. 

 Right to Information Act (2005) 

 Indo-US civilian nuclear agreement (2008) 

 Right to Education Bill (2008) 

 

2.4 IMPACTS OF TRADE REFORMS IN INDIA 
 

The impact of these reforms may be gauged from the fact that total foreign investment 

(including foreign direct investment, portfolio investment, and investment raised on 

international capital markets) in India grew from a minuscule US $132 million in 1991-

92 to $5.3 billion in 1995-96.  

 

Cities like Bangalore, Hyderabad, Pune and Ahmadabad have risen in prominence and 

economic importance became centres of rising industries and destination for foreign 

investment and firms. 

Annual growth in GDP per capita has accelerated from just 1¼ per cent in the three decades after 

Independence to 7½ per cent currently, a rate of growth that will double average income in a 

decade. [...] In service sectors where government regulation has been eased significantly or is less 

burdensome – such as communications, insurance, asset management and information 

technology – output has grown rapidly, with exports of information technology enabled services 

particularly strong. In those infrastructure sectors which have been opened to competition, such 

as telecoms and civil aviation, the private sector has proven to be extremely effective and growth 

has been phenomenal. 

      -OECD 

OECD summarized the key reforms that are needed: 

In labour markets, employment growth has been concentrated in firms that operate in sectors not 

covered by India‘s highly restrictive labour laws. In the formal sector, where these labour laws 

apply, employment has been falling and firms are becoming more capital intensive despite 

abundant low-cost labour. Labour market reform is essential to achieve a broader-based 

development and provide sufficient and higher productivity jobs for the growing labour force. In 

product markets, inefficient government procedures, particularly in some of the states, acts as a 

barrier to entrepreneurship and need to be improved. Public companies are generally less 

productive than private firms and the privatization programmed should be revitalized. A number 

of barriers to competition in financial markets and some of the infrastructure sectors, which are 

other constraints on growth, also need to be addressed. The indirect tax system needs to be 

simplified to create a true national market, while for direct taxes, the taxable base should be 

broadened and rates lowered. Public expenditure should be re-oriented towards infrastructure 

investment by reducing subsidies. Furthermore, social policies should be improved to better reach 

the poor and – given the importance of human capital – the education system also needs to be 

made more efficient. 
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- OECD 

2.4.1 Impact on employment and growth 

 
Trends in Employment Scenario in India 

 

According to the official estimates, the population showed a mild decline in the growth 

rate during 1994-2000, compared to its early period. Accordingly, the growth rates in the 

labour force and work force have also recorded a marginal decline. Where as, the 

unemployment rate has shown an increase during the reference period. It has decreased 

from 8.3 per cent to 5.99 per cent between 1983 and 1993-94 and subsequently increased 

to 7.32 per cent by 1999-2000 (see Table 1). This observation holds well in both rural and 

urban areas. 

 

An analysis of the employment scenario by sectors provides interesting findings (see 

Table 2). While the total employment in absolute terms showed an increase over time, the 

growth rates have shown a declining trend. In the sectors such as agriculture, mining & 

quarrying, electricity, gas & water, and services, the growth rates in the employment have 

recorded negative trends and in the manufacturing sector a decline in the growth rates and 

in sectors such as construction, trade, hotel & restaurant, and transport, storage & 

communication an increase. This indicates the relative contribution of various sub-sectors 

of the economy in providing employment opportunities. 

 

If we examine the structure of employment, Indian economy is characterized by the 

existence of high level of informal or unorganised labor employment. The workers in the 

organized sector constitute less than 20 per cent of the country‘s total work force and the 

rest, comprises of subsistence farmers, agricultural workers, fisher folk, dairy workers 

and those working in traditional manufacturing like handlooms are grouped under 

unorganised sector. In fact, the term ‗unorganised labor‘ has been defined as those 

workers who have not been able to organise themselves to pursuit of their common 

interests due to certain constraints like casual nature of employment, ignorance and 

illiteracy, small and scattered size of establishments, etc.,. As per the 2001 census, the 

total work force in our country is 402 million, of which 313 million are main workers and 

89 million are marginal workers. Out of the 313 million main workers, about 285 million 

is in the unorganised sector, accounting 91 per cent (Government of India, Economic 

Survey: 2005-06). 
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The extent of workforce in the organised and unorganised sectors, and their changes over 

time could be understood by the information provided by the Alternative Survey Group 

and the Economic Surveys. Accordingly, the share of organised workforce was about 

8.33.per cent by 1983, which declined to 7.65 per cent by 1999-2000. The corresponding 

share of urorganised workforce was about 91.67 per cent by 1983, which increased to 

92.65 per cent by 1999-2000 (Table 3). 
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Ministry of Labour has categorized the unorganised labour force under four groups in 

terms of occupation, nature of employment, especially distressed categories and service 

categories. In terms of occupation, it included small and marginal farmers, landless 

agricultural laborers, share croppers, fishermen and those engaged in animal husbandry, 

beedi rolling, labeling and packing, building and construction workers, leather workers, 

weavers, artisans, salt workers, workers in brick kilns and stone quarries, workers in saw 

mills, oil mills etc.,. In terms of nature of employment, they are attached agricultural 

labourers, bonded labourers, migrant workers, contract and casual labourers.  

 

Toddy tappers, scavengers, carriers of head loads, drivers of animal driven vehicles, 

loaders and unloaders, belong to the especially distressed category while midwives, 

domestic workers, fishermen and women, barbers, vegetable and fruit vendors, 

newspaper vendors etc. come under the service category. In addition to the above 

categories, there exists a large section of urorganised labour force such as cobblers, 

hamals, handicraft artisans, handloom weavers, lady tailors, physically handicapped self-

employed persons, rikshaw pullers/ auto drivers, sericulture workers, carpenters, leather 

and tannery workers, powerloom workers and urban poor. 

 

The extent of unorganised workers is significantly high among agricultural workers, 

building and other construction workers, and among home based workers. But, the 

availability of statistical information on its intensity and accuracy vary significantly. In 

general, unorganised workers are observed to be large in numbers, suffering from cycles 
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of excessive seasonality of employment, scattered and fragmented work place, poor in 

working conditions, and lack of attention from the trade unions. 

 

2.4.2 Impact of Reforms on Employment and Working Population of 

India 
 

The impact of globalisation on employment in general is said to be divergent. In fact, 

unemployment and disguised unemployment are the normal feature of Indian economy. 

There is heavy dependency on unorganised sector by the labour force for their 

employment, income and livelihood. In such a situation, the policies towards delinking 

budgetary support to the public sector enterprises and reducing labour absorption in 

public sector as part of the globalization strategy leads to adverse effect on employment 

situation in India. The growth of employment from the Seventies is given in Table 4. 

 

 
 

It can be seen that the growth rate of organised sector employment maintained its 

declining trend from the period 1977-88 to 1983-84. The growth rate of public sector 

employment declined sharply and this trend continues up to the present. From 1997, the 

public sector employment grew negatively (Economic Survey: 2002-2003). When the 

labour absorption in the organised sector declines during the period of reforms, it would 

naturally push the additional labour force to the unorganised sector leading to further 

swelling of unorganised workers. The situation gets worsen if pruning or retrenchment 

activities by the public sector are taken into consideration. Taking into account the 

backlog of unemployment and overall magnitude of additional employment to be 

generated, there lies a major challenge for the country. In the context of declining growth 

rate in employment generation in organised sector and no scope for creating additional 

jobs, the additional labour force have to find work on self-employed or remain casual 

workers. 

 

As a large number of labour force is pushed into the unorganised category of workers, the 

excess labour supply creates disequilibrium or imbalance in the labour market that leads 

to several adjustments in the unorganised labour economy. The surplus or excess labour 
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supply into the unorganised category leads to partial or casual employment at low wages 

and with out job or social security of any kind (Rao and Rao:1994). Unni (2001), based 

on the study conducted in Ahmadabad highlighted the differential benefit between a 

regular and casual employee.  

 

It revealed that the casual labourers are highly exploited in terms of assurance of 

employment, contract procedures, paid leave, PF / pension, medical and other benefit and 

notice for termination. Her analysis clearly indicated the disadvantageous position 

realized by the unorganised workers in terms of their earnings in the recent years. In fact, 

this trend could be attributed to the negative impact of globalisation on the unorganised 

workers. 

 

2.5 EXTERNAL DEBT 
 

Debts have become a part of individual, national and international living today. In fact 

under the hire purchase system, the buy now-pay later system, which characterizes rich 

countries and the rich within our country, almost all persons are all the time in debt. Debt 

becomes a problem for the individual when his debt obligations result in monthly 

repayments above 15 or 20 per cent of his monthly income. For the country, similarly, its 

internal public debt must stay within certain limits, so that the yearly interest and part 

principal repayments do not exceed a proportion of its national income—say 10-12 per 

cent. Internationally debts are contracted (a) between governments, (b) between the 

governments or under its sponsorship, business concerns and inter-governmental 

financial institutions like the World Bank or Asian Development Bank and (c) between 

business concerns or Governments and foreign banks or the foreign capital market. 

 

This is perhaps an appropriate point at which to review our own experience regarding 

external debt. There is widespread countrywide concern, and quite rightly so, that we 

should exercise extreme caution to avoid entering into a debt situation that is not 

manageable. Fears are sometimes expressed that we may in fact be getting into such a 

situation. These fears are unwarranted. India is nowhere near such a danger, and for very 

good reasons, which I will now outline.  

First, during the 1970s India did not adopt a strategy of expanded recourse to shorter term 

borrowing which would have led to an unmanageable accumulation of debt. Instead we 

adhered mainly to the normal sources of long-term borrowing that we have utilised in the 

past. In fact we borrowed from the IMF's oil facility in the mid-seventies, in anticipation 

of a financing need but were able to repay that loan in advance of the stipulated date 

because our external payments position improved rapidly after 1975. There are a number 

of reasons why this happened. During the 1970s, Indian exporters did extremely well 

partly because of the introduction of new export commodities which proved very 

dynamic such as garments and gems and jewellery. There was also a tremendous spurt in 

invisible earnings due to the outflow of workers to the Middle East, who sent home a 

substantial amount of their earnings.  

In short, India did adjust to the 1973 oil shock and indeed India's balance-of-payments 

position before the second oil shock was in fact very strong. In this respect India differed 
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from many other developing countries which did not make real adjustments to the first oil 

shock but simply resorted to additional borrowing to finance their external deficits.  

Secondly, having entered into the post-second oil shock period without an excessive 

accumulation of debt, India has displayed a much more controlled response to the second 

oil shock than many other countries. First a tight rein was kept on the permitted amount 

of external borrowing. Under our system, it is not really possible for economic agents to 

run up large volumes of short term debt. The use of external financing in terms of the 

level of financing and also its pattern of use is determined by the government in the light 

of overall economic priorities. The Sixth Five Year Plan recognised that in adjusting to 

the oil shock it would be necessary to finance longer deficits for some time and 

accordingly went in for an extended IMF arrangement, under which it could draw upto 

SDR 5 billion over a three year period. These resources are available on favourable terms 

involving a concessional average interest rate and a ten-year repayment period. In 

addition with IMF arrangement we have also engaged in some additional commercial 

borrowing, but this has been strictly monitored. There is no doubt that the degree of 

financing that India resorted to was much more controlled than in any of the other 

borrowing countries.  

Most important, India has achieved a very substantial structural adjustment to the 

external deficit created by the oil shock through efforts at increasing the domestic 

production of certain sectors where large import savings are possible. The most dramatic 

of these, of course, is oil. In 1980-81, the total production of crude oil in the country was 

about 10.5 million tonnes ; and the total volume of crude oil and product imports, 

measured in terms of crude oil equivalent, was 24 million tonnes. In 1983-84 the 

domestic production reached 26 million tonnes and in 1984-85 it is expected to exceed 

29 million tonnes. The volume of oil imports (in terms of crude oil equivalent) as a 

proportion of total consumption has declined from about 70 per cent at the start of the 

Sixth Plan to about 30 per cent at the end. Similar success has been achieved in the 

volume of imports of large and important items such as fertilisers, steel, cement and this 

has been made possible basically through increased domestic production. In short, the 

economy has not actually been denied these inputs, but there has been an increase in the 

domestic capacity to supply these inputs thus saving on imports. This is an extremely 

important adjustment that has taken place on the import front, which has enabled a 

reduction of the trade deficit.  

 

Like other developing countries, India too has suffered from the adverse world economic 

situation in certain areas, particularly in the area of exports. Despite significant efforts to 

improve the export strength and capability of the economy, it has not been easy to do so 

while the world remained in recession. Nevertheless, our efforts at creating export 

incentives and export capability are not lost. When world recovery begins, we can expect 

to be in a much stronger position in terms of export capability, within the limits of growth 

of world trade.  

During this period inflows on the invisibles account have continued to be substantial. A 

number of incentives have been provided in recent years in order to encourage inflows 

on invisibles account and also to encourage term deposits in Indian banks by Indians 

residing abroad. These have been highly successful in stimulating an inflow of non-
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resident deposits. As a result of all these factors India has been able to manage a 

reasonably successful adjustment to the second oil shock without making herself 

vulnerable on the debt front. The current account deficit has declined as a percentage of 

GDP from a peak level of just under 2 per cent GDP in 1980-81 to about 1.5 per cent in 

1983-84. The improvement in the balance of payment position was faster than expected 

and enabled the government to terminate the IMF arrangement in May 1984 after 

drawing only SDR 3.9 billion out of the SDR 5 billion originally envisaged.  

The volume of outstanding debt has of course increased but it remains well within 

manageable levels. The debt service ratio is only about 13 per cent. It will rise in the 

years ahead but there is room for some increase from this fairly low level. Like other 

developing countries India will experience a difficult external payment situation in the 

rest of the decade as the prospects for world trade expansion are modest at best and there 

does not seem much prospect for improvement in external concessional flows. This 

means that we will have to plan for a modest level of deficit on the current account which 

can be financed within the limit of available external assistance plus such levels of 

commercial borrowing which keep the debt service ratio within tolerable limits. We are 

below these limits at present, and with continued caution on this front we can stay below 

them in future.  

 
Table 5 India’s external debt 

 

 
 

 

 

2.6 MULTINATIONAL CORPORATION 
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A multinational corporation (MNC) or transnational corporation (TNC), also called 

multinational enterprise (MNE), is a corporation or enterprise that manages production or 

delivers services in more than one country. It can also be referred as an international 

corporation. ILO defined MNC as a corporation which has his managerial head quarters 

in one country known as the home country and operates in several other countries known 

as host countries. 

The first modern MNC is generally thought to be the Poor Knights of Christ and the 

Temple of Solomon, first endorsed by the pope in 1129. The key element of transnational 

corporations was present even back then: the British East India Company and Dutch East 

India Company were operating in different countries than the ones where they had their 

headquarters. Nowadays many corporations have offices, branches or manufacturing 

plants in different countries than where their original and main headquarter is located. 

This often results in very powerful corporations that have budgets that exceed some 

national GDPs. Multinational corporations can have a powerful influence in local 

economies as well as the world economy and play an important role in international 

relations and globalization. The presence of such powerful players in the world economy 

is reason for much controversy. 

2.6.1 Market imperfections 

It may seem strange that a corporation can decide to do business in a different country, 

where it doesn't know the laws, local customs or business practices. Why is it not more 

efficient to combine assets of value overseas with local factors of production at lower 

costs by renting or selling them to local investors?  

One reason is that the use of the market for coordinating the behaviour of agents located 

in different countries is less efficient than coordinating them by a multinational enterprise 

as an institution  The additional costs caused by the entrance in foreign markets are of 

less interest for the local enterprise. According to Hymer, Kindleberger and Caves, the 

existence of MNEs is reasoned by structural market imperfections for final products. In 

Hymer's example, there are considered two firms as monopolists in their own market and 

isolated from competition by transportation costs and other tariff and non-tariff barriers. 

If these costs decrease, both are forced to competition; which will reduce their profits. 

The firms can maximize their joint income by a merger or acquisition which will lower 

the competition in the shared market. Due to the transformation of two separated 

companies into one MNE the pecuniary externalities are going to be internalized. 

However, this doesn't mean that there is an improvement for the society.  

This could also be the case if there are few substitutes or limited licenses in a foreign 

market. The consolidation is often established by acquisition, merger or the vertical 

integration of the potential licensee into overseas manufacturing. This makes it easy for 

the MNE to enforce price discrimination schemes in various countries. Therefore Humyer 

considered the emergence of multinational firms as "an (negative) instrument for 

restraining competition between firms of different nations". 
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Market imperfections had been considered by Hymer as structural and caused by the 

deviations from perfect competition in the final product markets. Further reasons are 

originated from the control of proprietary technology and distribution systems, scale 

economies, privileged access to inputs and product differentiation. In the absence of these 

factors, market is fully efficient. The transaction costs theories of MNEs had been 

developed simultaneously and independently by McManus (1972), Buckley & Casson 

(1976) Brown (1976) and Hennart (1977, 1982). All these authors claimed that market 

imperfections are inherent conditions in markets and MNEs are institutions which try to 

bypass these imperfections. The imperfections in markets are natural as the neoclassical 

assumptions like full knowledge and enforcement don't exist in real markets.  

2.6.2 International power 

Tax competition 

Multinational corporations have played an important role in globalization. Countries and 

sometimes subnational regions must compete against one another for the establishment of 

MNC facilities, and the subsequent tax revenue, employment, and economic activity. To 

compete, countries and regional political districts sometimes offer incentives to MNCs 

such as tax breaks, pledges of governmental assistance or improved infrastructure, or lax 

environmental and labor standards enforcement. This process of becoming more 

attractive to foreign investment can be characterized as a race to the bottom, a push 

towards greater autonomy for corporate bodies, or both. 

However, some scholars for instance the Columbia economist Jagdish Bhagwati, have 

argued that multinationals are engaged in a 'race to the top.' While multinationals 

certainly regard a low tax burden or low labor costs as an element of comparative 

advantage, there is no evidence to suggest that MNCs deliberately avail themselves of lax 

environmental regulation or poor labour standards. As Bhagwati has pointed out, MNC 

profits are tied to operational efficiency, which includes a high degree of standardisation. 

Thus, MNCs are likely to tailor production processes in all of their operations in 

conformity to those jurisdictions where they operate (which will almost always include 

one or more of the US, Japan or EU) which has the most rigorous standards. As for labor 

costs, while MNCs clearly pay workers in, e.g. Vietnam, much less than they would in 

the US (though it is worth noting that higher American productivity—linked to 

technology—means that any comparison is tricky, since in America the same company 

would probably hire far fewer people and automate whatever process they performed in 

Vietnam with manual labour), it is also the case that they tend to pay a premium of 

between 10% and 100% on local labor rates. Finally, depending on the nature of the 

MNC, investment in any country reflects a desire for a long-term return. Costs associated 

with establishing plant, training workers, etc., can be very high; once established in a 

jurisdiction, therefore, many MNCs are quite vulnerable to predatory practices such as, 

e.g., expropriation, sudden contract renegotiation, the arbitrary withdrawal or compulsory 

purchase of unnecessary 'licenses,' etc. Thus, both the negotiating power of MNCs and 

the supposed 'race to the bottom' may be overstated, while the substantial benefits which 

MNCs bring (tax revenues aside) are often understated. 
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Market withdrawal 

Because of their size, multinationals can have a significant impact on government policy, 

primarily through the threat of market withdrawal. For example, in an effort to reduce 

health care costs, some countries have tried to force pharmaceutical companies to license 

their patented drugs to local competitors for a very low fee, thereby artificially lowering 

the price. When faced with that threat, multinational pharmaceutical firms have simply 

withdrawn from the market, which often leads to limited availability of advanced drugs. 

In these cases, governments have been forced to back down from their efforts. Similar 

corporate and government confrontations have occurred when governments tried to force 

MNCs to make their intellectual property public in an effort to gain technology for local 

entrepreneurs. When companies are faced with the option of losing a core competitive 

technological advantage or withdrawing from a national market, they may choose the 

latter. This withdrawal often causes governments to change policy. Countries that have 

been the most successful in this type of confrontation with multinational corporations are 

large countries such as United States and Brazil, which have viable indigenous market 

competitors. 

Lobbying 

Multinational corporate lobbying is directed at a range of business concerns, from tariff 

structures to environmental regulations. There is no unified multinational perspective on 

any of these issues. Companies that have invested heavily in pollution control 

mechanisms may lobby for very tough environmental standards in an effort to force non-

compliant competitors into a weaker position. Corporations lobby tariffs to restrict 

competition of foreign industries. For every tariff category that one multinational wants 

to have reduced, there is another multinational that wants the tariff raised. Even within 

the U.S. auto industry, the fraction of a company's imported components will vary, so 

some firms favor tighter import restrictions, while others favor looser ones. Says Ely 

Oliveira, Manager Director of the MCT/IR: This is very serious and is very hard and 

takes a lot of work for the owner. 

Multinational corporations such as Wal-mart and McDonald's benefit from government 

zoning laws, to create barriers to entry. 

Many industries such as General Electric and Boeing lobby the government to receive 

subsidies to preserve their monopoly.  

Patents 

Many multinational corporations hold patents to prevent competitors from arising. For 

example, Adidas holds patents on shoe designs, Siemens A.G. holds many patents on 

equipment and infrastructure and Microsoft benefits from software patents.
[10]

 The 

pharmaceutical companies lobby international agreements to enforce patent laws on 

others. 
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Government power 

In addition to efforts by multinational corporations to affect governments, there is much 

government action intended to affect corporate behavior. The threat of nationalization 

(forcing a company to sell its local assets to the government or to other local nationals) or 

changes in local business laws and regulations can limit a multinational's power. These 

issues become of increasing importance because of the emergence of MNCs in 

developing countries.
  

2.6.3 Working Multinational Companies in India 

 
Multinational companies are the organizations or enterprises that manage production or 

offer services in more than one country. And India has been the home to a number of 

multinational companies. In fact, since the financial liberalization in the country in 1991, 

the number of multinational companies in India has increased noticeably. Though 

majority of the multinational companies in India are from the U.S., however one can also 

find companies from other countries as well. 

Destination India 

The multinational companies in India represent a diversified portfolio of companies from 

different countries. Though the American companies - the majority of the MNC in India, 

account for about 37% of the turnover of the top 20 firms operating in India, but the 

scenario has changed a lot off late. More enterprises from European Union like Britain, 

France, Netherlands, Italy, Germany, Belgium and Finland have come to India or have 

outsourced their works to this country. Finnish mobile giant Nokia has their second 

largest base in this country. There are also MNCs like British Petroleum and Vodafone 

that represent Britain. India has a huge market for automobiles and hence a number of 

automobile giants have stepped in to this country to reap the market. One can easily find 

the showrooms of the multinational automobile companies like Fiat, Piaggio, and Ford 

Motors in India. French Heavy Engineering major Alstom and Pharma major Sanofi 

Aventis have also started their operations in this country. The later one is in fact one of 

the earliest entrants in the list of multinational companies in India, which is currently 

growing at a very enviable rate. There are also a number of oil companies and 

infrastructure builders from Middle East. Electronics giants like Samsung and LG 

Electronics from South Korea have already made a substantial impact on the Indian 

electronics market. Hyundai Motors has also done well in mid-segment car market in 

India.  

 

Why multinational companies in India? 

There are a number of reasons why the multinational companies are coming down to 

India. India has got a huge market. It has also got one of the fastest growing economies in 

the world. Besides, the policy of the government towards FDI has also played a major 

role in attracting the multinational companies in India.  

http://en.wikipedia.org/wiki/Nationalization
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For quite a long time, India had a restrictive policy in terms of foreign direct investment. 

As a result, there was lesser number of companies that showed interest in investing in 

Indian market. However, the scenario changed during the financial liberalization of the 

country, especially after 1991. Government, nowadays, makes continuous efforts to 

attract foreign investments by relaxing many of its policies. As a result, a number of 

multinational companies have shown interest in Indian market.  

Following are the reasons why multinational companies consicer india as a preferred 

destination for business: 

 Huge market potential of the country  

 FDI attractiveness  

 Labor competitiveness  

 Macro-economic stability  

 

LIST OF MNCS IN INDIA 

The list of multinational companies in India is ever-growing as a number of MNCs are 

coming down to this country now and then. Following are some of the major 

multinational companies operating their businesses in India: 

 British Petroleum 

 Vodafone 

 Ford Motors 

 LG 

 Samsung 

 Hyundai 

 Accenture 

 Reebok 

 Skoda Motors 

 ABN Amro Bank 

2.6.4 MNC regulations in India 

The new Industrial and Foreign Investment Policy announced on May 31, 1990 proclaims 

to release the Indian industry from "unnecessary bureaucratic shackles by reducing the 

number of clearances required from the Government". As a part of this objective it is 

proposed to allow foreign investment upto 40 per cent on an automatic basis subject to a 

30 per cent restriction on import of capital goods. Similarly, larger freedom to Indian 

entrepreneurs in the matter of technology imports is in the offing. The policy explains 

that these and other proposals would be applicable to all manufacturing units in a 

`specified list' to be announced later. 

 

http://business.mapsofindia.com/communications-industry/companies/vodafone.html
http://business.mapsofindia.com/automobile/car-manufacturers/ford-india.html
http://business.mapsofindia.com/communications-industry/equipment/lg.html
http://business.mapsofindia.com/communications-industry/equipment/samsung.html
http://business.mapsofindia.com/automobile/car-manufacturers/hyundai-motors-india.html
http://business.mapsofindia.com/banks-in-india/abn-amro.html
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However, neither the policy statement nor the subsequent official clarifications throw 

light on the empirical basis for the decisions with regard to foreign investment and 

technology. Nor do they reveal any understanding of the nature of foreign private capital 

already existing in India. Significantly, the likely impact on the balance of payments, 

self-reliance, indigenous R&D, employment, India's stand on MNCs in the Third World 

fora and India's social and political spheres have not been spelt out clearly. Is it because 

the policy makers are not aware of the basic characteristics of the institution of MNC and 

the long term implications of the open door policy for foreign private capital and 

technology? The answer might be in the affirmative for the political leaderships but could 

not be so for the high profile economic advisers. When it is decided to invite, permit or 

encourage large private corporations from outside the country to find a solution to Indian 

societal problems on the belief that MNCs would help solve India's major problems -- 

may it be foreign exchange, inflation, unemployment, interpersonal inequities or regional 

imbalances it is of importance to discuss direct and indirect implications of the new 

policy initiatives. First of all, one must recognise that MNCs are private corporations 

primarily guided by the philosophy of profit maximization. MNCs are not in social 

service. There is a need to understand that societal problems cannot be the concern of 

private business. If one places faith on a wrong institution or instrument one has only to 

wait for the day of disillusionment. Secondly, we need to recognise that MNCs operate 

world-wide. Most of the largest MNCs originated from the U.S., U.K. and West Germany 

and have their headquarters located in one or the other part of the industrialised world 

with market orientation. In operational terms, however, no large MNC has one 

nationality.  

 

MNCs may not be country specific but are economic system specific. It would be 

difficult to say in India if Nestle (Food Specialties) should be treated as a Swiss Company 

or a Bahamas' one. Similar would be the case with Pfizer whose foreign shareholder is 

registered in Panama, while the ultimate parent is located in the U.S. Legal provisions 

differ from one country to another. It could be that a large MNC is treated as an Indian 

national company in India, but a foreign one in U.K., France or Japan. MNCs are not 

nationality specific. Therefore, the top executives have no national hang-ups. 

 

MNCs represent a network of private business enterprises having operations in large 

many geographic locations. For any network the success or failure is not judged by the 

performance or profit of any single wing or business in a country. MNC's business 

perspective has to be global. It does not fall in the realm of objectivity to expect that 

MNCs would promote interests of any one nation. It is just not in their character. 

However, to the extent promotion of exports from a country served their objective of 

global profit maximization the MNCs would most certainly do so.  

 

Thirdly, MNCs are in private business; and business means all activities that give a net 

advantage to them. Their choice of activity would depend on their understanding and 

assessment of market potential. MNCs would engage themselves in any activity that 

requires investment, market knowledge and experience, business connections; legal rights 

in tangible or non-tangible assets (ownership of patents, trade marks or monopoly rights) 

where from the corporation can extract economic return. MNCs, therefore, are not 
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activity or industry specific either. Anything would do. If it was a tobacco company 

initially, it could take up hotel business or sale of vegetable oils later on.  

 

To shift the nature of business operations is normal as long as the new business offers 

higher return than the traditional industry. If the policy makers of the country develop a 

misplaced belief that MNCs would help India bridge technology gaps in hi-tech areas or 

any other industry, the fault does not lie with MNCs. For lack of one's own understanding 

of business logic and reality the business enterprises cannot be justifiably accused. In the 

modern age it is well accepted that the institution of state has direct responsibility to lay 

down rules of the game even for the private business. Public interventions are a pre-

requisite for smooth functioning of even the market oriented economies. In the Third 

World countries, however, the state has to play even a more important role. Many of the 

Third World countries have adopted regulatory mechanisms. 

 

From the view point of business promotion MNCs are bound to take measures that would 

reduce the intensity of regulations for them. It would be considered a very legitimate  

action if an MNC decides to cultivate `mutually profitable' relationships with those who 

control levers of political and administrative power. Investment in politics could be risky 

but also extremely remunerative. World history is full of instances when MNCs have not 

hesitated to sponsor coups against political leaderships who posed a threat to MNC 

business interests. 

 

MNCs must aim at diversification in the long run though. Thus, to gain entry if the host 

country insists on the MNC manufacturing certain products such conditions would be 

acceptable as long as the host country regulations do not forbid diversification, new 

investments and expansion. If the host country, on its own awards them Indian nationality 

and help build their business image why should an MNC object? The policy makers in 

India have made the people believe that enactment of FERA, imposing export obligations 

and insistence on diversification is some sort of an unpleasant conditionality. Let any one 

examine the record of large private corporations in India or abroad to find out how MNCs 

have been itching to engage themselves in export; of course, combined with rights to 

import. No MNC would like to invest in a country for the sake of dividends, technology 

payments, or high salaries to the host country executives. 

 

MNCs being a part of international network of business activities cannot afford any one 

country unit (company or a branch) to live in isolation of the rest. Business autonomy is 

not a rule of the MNC institution. MNCs can certainly be depended upon to promote 

exports as well as imports. 

 

Movement towards globalisation is their business philosophy. Can one place a faith in an 

international private business institution (the MNC) to earn net surplus of foreign 

exchange for India or any one country? To the extent exports are of raw materials and 

products that can only be produced in India, comparatively at cheaper prices, MNCs 

would export from India. The question, however, is not of sheer exports; an equally 

important issue is of the export prices. If an MNC is buying from five countries, it is but 

natural that it would buy from the country that offers the lowest price. It has been widely 
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recognised that the buying locations can shift as a business strategy to take advantage of 

the lowest price. To have a better appreciation of this aspect of international trade and 

capacity of MNCs, one needs to understand today's reality where in a number of 

commodities MNCs enjoy a near monopsony status. in absence of producer country 

alliances buyers dictate the prices. MNCs can comfortably pitch one country suppliers 

against another. 

 

Yet another fact to be understood is that MNCs are large international business networks 

with control over vast finances, massive framework of distribution and sales outlets in 

industrially advanced countries, advertising resources, press and communication systems; 

employing the best and the largest army of attorneys and lawyers, auditors and 

accountants, researchers and public relations men; and enjoying legal protection to 

monopoly rights on thousands of basic inventions, industrial processes, patents, trade  

marks and designs. The network of international information and the speed at which it 

operates cannot be matched by any one governmental system including the U.S. not to 

speak of India or any other Third World country. While formulating policies with regard 

to such a powerful business institution policy makers cannot be casual and project their 

own illusions.  

 

The national costs can be high. MNCs belong to a category of giants in relation to 

individual governments of many a country like India. If India wishes to harness and 

benefit from the powerful, we need to understand the natural aptitudes, the motivations, 

the capacity and other characteristics of MNCs. What we need to also appreciate is that 

MNCs are invariably aware of their own weakness and incapacity to fight against 

nationalism and ideologically committed national public systems. The only thing the 

MNCs yield to is public pressure. To them public means consumers and consumers 

cannot be easily brushed aside. With fast changes in the global system of production the 

MNCs would change their business strategies. For instance, instead of seeking to engage 

themselves directly in production (and make investments) MNCs may increasingly go in 

for marketing of goods manufactured by others. This could help avoid direct conflicts 

with labour. What the MNCs, however, insist upon would be the right to brand names. To 

strengthen this, MNCs would tend to emerge as the biggest patrons of mass media -- TV, 

Radio and the Pres legal and administrative support for patents and other forms of 

intellectual property rights.  

 

Trade and trading activity is a service industry. Expansion of specialised services in the 

new area; and it should surprise none if the U.S. and other advanced economies are 

asking for grant of entry of foreign private capital into insurance, construction, banking, 

consultancy and trade--external and internal. Given these likely trends, the pressure on 

the Third World countries would be mounted for lowering of regulations on national 

currencies. 

 

To meet the challenge of nationalism and related sensitivities MNCs invariably try hard 

to wear related host country nationality caps and project their enterprises as promoters of 

local culture, music and traditions. It helps. Of late MNCs have become more conscious 

that while avoiding direct political patronage in any host country it is far more effective 
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to find local partners who have high political clout and influence on national 

governments. This probably explains the recent growth of Birla-Yamaha, Tata-Unisys 

and Modi-Xerox type of joint ventures. 

 

No wonder, today the very Indian big business that opposed British capital and took a 

nationalist stance with the Congress and Gandhiji is finding it more profitable to be 

associates of MNCs. Can one be surprised if FICCI and ASSOCHAM have become the 

most vocal and loud supporters of MNC entry into India? Who controls FICCI or 

ASSOCHAM? While these are some of the main characteristics of MNCs, we in India in 

general and policy makers in particular seem to have felt shy in recognizing them. We did 

not attempt to debate and understand the multifaceted institution known as MNC. It is 

also possible that we preferred to ignore the reality and chose to follow haunches, beliefs 

and motivated suggestions. The state of affairs with regard to policy towards MNCs is 

best illustrated by the fact that the Indian legislations do not recognise even the concept 

of Multinational Corporation. While the Government has not found it necessary to 

undertake an exercise on the identity of the institution of MNC, it is has not hesitated to 

take the 40 per cent equity limit, fixed for the applicability of the foreign exchange 

regulation Act, 1973 (FERA) to permit open entry. As a result associates of a number of 

well known multinationals are treated on par with wholly owned Indian companies. The 

beneficiaries include: Unilever, Philips, Kodak, BAT Industries, Swedish Match, Nestle, 

Hoechst, Ciba-Geigy, Alcan Aluminium, Pfizer, Singer, etc. 

 

The fact also remains that --- control is being exercised by the MNCs not only through 

the ownership of equity capital but also with the help of management rights which they 

bestowed upon themselves with the Government's explicit consent and legal stamp of 

approval. In many cases the MNCs wield 100 per cent control while owning far less than 

40 per cent foreign equity. (See Annexure - II). Given such extensive control over the 

affairs of the company it is obvious that the foreign shareholder would decide what to 

produce, where and to whom to sell and at what price, where to import from and at what 

price, which technologies to pursue and which products to promote. One needs to ask: 

would such a high degree of control in foreign hands be beneficial or inimical to self- 

reliant and independent development? If not, do we have the necessary instruments to 

make them work to the advantage of the country or, are we voluntarily surrendering 

national regulatory rights to intervene? 

 

Coming back to the recent policy announcement, even if one accepts the official 

explanation that automatic entry of foreign investment up to 40 per cent is allowed only 

in specific areas, would such a policy continue to be applicable to the existing MNCs? In 

other words, would such 40 per cent foreign equity companies be restricted to product 

areas for which they apply to enter India initially or they would have the same freedom as 

enjoyed by non-FERA national companies? The scenario is not very difficult to imagine. 

Since the foreign equity would not exceed 40 per cent, the new entrants would straight 

away qualify to be non-FERA national companies. It is quite a common knowledge how 

ex-FERA companies are now expanding into a variety of consumer goods both through 

direct manufacturing and through marketing of products manufactured by small scale 
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units in the former's brand names. There is no instrument with the Government to restrict 

non- FERA companies (whether old or new entrants to India) to `specified lists'.  

 

Another anomaly which has not been given the due attention it deserves is with regard to 

the small scale sector. The policy relaxations are in contradiction with the expectations 

from the sector. Given the freedom to conclude foreign collaborations would the small 

scale or for that matter any entrepreneur insist on exports which the foreign collaborator 

is known to resist? Secondly, wouldn't the resultant excessive dependence on foreign 

technology alter the character of the small scale sector to make it more capital intensive 

and reduce its potential for employment generation? Thirdly, can we rule out the 

possibility of MNCs entering directly in the small scale sector in the absence of any 

clearcut guidelines with regard to foreign equity in the small scale sector? Would an 

MNC owned small scale company satisfy in any way the objective behind protecting and 

promoting small entrepreneurs? One is not aware of any official study to assess whether 

the existing collaborations are borne out of genuine felt need for technology or were 

intended to blunt the edge acquired by the competitors through foreign brand names and 

trademarks. Such competition would without doubt lead to increased dependence on 

external sources for technology, machinery and raw materials. 

 

It is debatable if the country ever really tried to restrict the operations of MNCs. 

2.6.5 Criticism of multinationals 

The rapid rise of multinational corporations has been a topic of concern among 

intellectuals, activists and laypersons who have seen it as a threat of such basic civil 

rights as privacy. They have pointed out that multinationals create false needs in 

consumers and have had a long history of interference in the policies of sovereign nation 

states. Evidence supporting this belief includes invasive advertising (such as billboards, 

television ads, adware, spam, telemarketing, child-targeted advertising, guerilla 

marketing), massive corporate campaign contributions in democratic elections, and 

endless global news stories about corporate corruption (Martha Stewart and Enron, for 

example). Anti-corporate protesters suggest that corporations answer only to 

shareholders, giving human rights and other issues almost no consideration. Films and 

books critical of multinationals include Surplus: Terrorized into Being Consumers, The 

Corporation, The Shock Doctrine, Downsize This and others. 

2.7 INITIATIVES TO EXPORT PROMOTIONS 

 

2.7.1 Export Promotion Councils of India 

 
The Export Promotion Councils are non-profit organisations registered under the Indian 

Companies Act or the Societies Registration Act, as the case may be. They are supported 

by financial assistance from the Government of India. 

 

Role 
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The main role of the EPCs is to project India's image abroad as a reliable supplier of high 

quality goods and services. In particular, the EPCs encourage and monitor the observance 

of international standards and specifications by exporters. The EPCs keep abreast of the 

trends and opportunities in international markets for goods and services and assist their 

members in taking advantage of such opportunities in order to expand and diversify 

exports.  

 

Functions 

 

The major functions of the EPCs are as follows:  

1. To provide commercially useful information and assistance to their members in 

developing and increasing their exports 

2. To offer professional advice to their members in areas such as technology 

upgradation, quality and design improvement, standards and specifications, 

product development and innovation etc. 

3. To organise visits of delegations of its members abroad to explore overseas 

market opportunities. 

4. To organise participation in trade fairs, exhibitions and buyer-seller meets in India 

and abroad. 

5. To promote interaction between the exporting community and the Government 

both at the Central and State levels 

6. To build a statistical base and provide data on the exports and imports of the 

country, exports and imports of their members, as well as other relevant 

international trade data. 

2.7.2 EXPORT PROMOTION MEASURES  

Export Import (EXIM) Policy 2002-07  

The annual amendment to the Export & Import (EXIM) Policy 2002-07 was carried out 

on March 31, 2003. The thrust of the amendment was to carry out procedural 

simplification of the various export promotion schemes, focus on critical sectors of 

export growth potential for India such as the services, agriculture, information technology 

etc. Further trade facilitation measures and incentives were granted for units in the 

Special Economic Zones (SEZ)/ Export Oriented Units (EOU)/ Electronic Hardware 

Technology Parks (EHTP)/Software Technology Parks of India (STPI) scheme in a bid to 

boost exports from these zones.The gist of the salient changes in the Exim Policy 2002-

07 carried out w.e.f. 01.04.2003 and some subsequent changes introduced in January 

2004 are given below:  

http://exim.indiamart.com/reference-directories/export-promotion-councils-intro.html
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Service Exports  

earning of Rs.30 lakhs in the preceding one / two / three licensing years has been 

introduced. The duty free entitlement would be 10% of the average foreign exchange 

earned in the preceding three licensing years for all service sector units barring hotels. 

However, for hotels, stand-alone restaurant and heritage hotels, the duty free entitlement 

would be 5% of the average foreign exchange earned in the preceding three licensing 

years. This entitlement can be used for import of any capital goods including office 

equipment, professional equipment, spares and consumables. However, imports of 

agriculture and dairy products would not be allowed for imports against this entitlement. 

The entitlement and the goods imported against such entitlement shall be non-

transferable.  

considered by the Reserve Bank of India (RBI) as having been paid in free foreign   

exchange is to be considered as supply under the export promotion schemes.  

Agricultural Exports  

 The Corporate sector with proven credentials are encouraged to sponsor Agri Export 

Zone for boosting agro exports. They may provide for pre/post harvest treatment and 

operations, plant protection, processing, packaging, storage and related Research & 

Development.  

 Duty Entitlement PassBook (DEPB) rate for selected agro products would factor in the 

cost of pre-production inputs such as fertiliser, pesticides and seeds.  

Status Holders  

 Duty-free import entitlement is allowed for status holders having incremental growth of 

more than 25% in FOB value of exports (in free foreign exchange). This facility is 

available to status holders having a minimum export turnover of Rs.25 crore (in free 

foreign exchange). The duty free entitlement shall be 10% of the incremental growth in 

exports and can be used for import of capital goods, office equipment and inputs for their 

own factory or the factory of the associate/supporting manufacturer/job worker. The 

entitlement/ goods will not be transferable. This facility is available on the exports made 

from 1.4.2003.  

 The duty free import entitlement for status holders was revamped and the following 

exports are not taken into account for tabulating the entitlement:  

(i)   Re-export of imported goods or exports made through transshipment;  

(ii)  Export turnover of units operating under SEZ/EOU/EHTP/STPI Schemes or products 

manufactured by them and exported through Domestic Tariff Area (DTA) units;  

(iii)  Deemed exports (even when payments are received in Free Foreign Exchange) and 

payment from Export Earner Foreign Currency (EEFC) account  

(iv)  Service exports  
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(v)   Supplies made by one status holder to another status holder;  

(vi)  Export performance made by one status holder on behalf of other status holder.  

(vii)   Supplies made or export performance effected by a non-status holder (Merchant 

exporter/Manufacturer with any export performance in 2003-04) to a status holder if the 

applicant as well as the non status holder have less than 25 per cent incremental growth 

over their respective previous years direct export turnover.  

(viii)   The exports made by an applicant within a group and the group to which it belongs 

has individually less than 25 per cent incremental growth of export.  

 Advance Licence for Annual Requirements facility for status holders is introduced to 

enable them to plan for their imports of raw material and components on an annual basis 

and take advantage of bulk purchases.  

 The Input-Output norms for status holders are to be fixed on priority basis within a 

period of 60 days.  

 Status holders in STPI are permitted free movement of professional equipment like 

laptop / computer.  

Hardware/Software Sector  

 To give a boost to electronic hardware industry, supplies of all 217 ITA-1 items from 

EHTP units to DTA would now qualify for fulfillment of Net Foreign Exchange Positive 

( NFEP) criteria.  

 To promote growth of exports in embedded software, hardware is admissible for duty 

free import for testing and development purposes. Hardware up to a value of US$ 10,000 

is allowed to be disposed off subject to STPI certification.  

 100% depreciation is available over a period of 3 years to computer and computer 

peripherals for units in EOU/EHTP/STP/SEZ.  

Gems & Jewellery Sector  

 Diamond & Jewellery Dollar Account for exporters have been allowed for dealing in 

purchase/sale of diamonds and diamond studded jewellery.  

 Nominated agencies can accept payment in dollars for cost of import of precious metals 

from EEFC account of exporter.  

 Gems & Jewellery units in SEZ and EOUs can now receive precious metal i.e. 

Gold/silver/platinum prior to exports or post exports equivalent to value of jewellery 

exported. This means that they can bring export proceeds in kind against the present 

provision of bringing in cash only.  

 The import of gold and silver in various forms such as powder, unwrought, sheets, 

plates, strips, tubes, pipes has been made free.  

Export Clusters  
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 Up-gradation of infrastructure in existing clusters/industrial locations under the 

Department of Industrial Policy & Promotion (DIPP) scheme has been allowed to 

increase overall competitiveness of the export clusters.  

 Supplemental efforts are to be made under the Assistance to States for Development of 

Export Infrastructure and other activities (ASIDE scheme) and similar schemes of other 

Ministries to bridge technology and productivity gaps in identified clusters.  

 10 such clusters with high growth potential are to be reinvigorated based on a 

participatory approach.  

Removal of Quantitative Restrictions and Export Restrictions  

 The import of Electrical Energy; silver/ gold in various forms such as powder, 

unwrought, sheets, plates, strips, tubes, pipes; Global Positioning System has been freed .  

 The homologation criteria has been exempt for the import of vehicles above a CIF 

value of $40000 by individuals under the Export Promotion of Capital Goods (EPCG) 

Scheme issued to Companies and firms.  

 Import of livestock and livestock products from countries affected by the Avian 

Influenza Virus (Fowl Plague) has been prohibited.  

 The threshold limit for xport of gifts have been extended to Rs 5,00,000 from the earlier 

Rs 100000.  

Export Promotion Schemes  

The salient changes carried out in the various export promotion schemes w.e.f. 

01.04.2003 are as under:  

Special Economic Zones (SEZ)  

  Sales from Domestic Tariff Area (DTA) to SEZs are to be treated as export. This 

entitles domestic suppliers to Drawback/ DEPB benefits, CST exemption and Service 

Tax exemption.  

  Agriculture/Horticulture processing SEZ units are now allowed to provide inputs and 

equipment to contract farmers in DTA to promote production of goods as per the 

requirement of importing countries. This is expected to integrate the production and 

processing and help in promoting SEZs specializing in agro exports.  

  Foreign bound passengers are now allowed to take goods from SEZs to promote trade, 

tourism and exports.  

  Domestic sales by SEZ units are now exempt from Special Ad-valorem Duty (SAD).  

  Restriction of one year period for remittance of export proceeds has been removed for 

SEZ units.  

Netting of export has been permitted for SEZ unit provided it is between same exporter 

and importer over a period of 12 months.  
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  SEZ units are permitted to take job abroad and exports goods from there  

  SEZ units can now capitalise import payables.  

  Wastage for subcontracting/exchange by gem and jewellery units in transactions 

between SEZ and DTA is allowed.  

  Export/import of all products through post parcel/courier by SEZ units is also allowed.  

  The value of capital goods imported by SEZ units can be amortised uniformly over 10 

years.  

  SEZ units would now be allowed to sell all products including gems and jewellery 

through exhibitions and duty free shops or shops set up abroad  

  Goods required for operation and maintenance of SEZ units can be imported duty free.  

  Trading units in the SEZ are permitted the facility of inter unit transfer of goods.  

Export Oriented Units (EOU)  

  Agriculture/Horticulture processing EOUs are allowed to provide inputs and 

equipment to contract farmers in DTA to promote production of goods as per the 

requirement of importing countries. This is expected to integrate production and 

processing and help in promoting agri-exports.  

  EOUs are now required to be only net positive foreign exchange earners; there will 

now be no export performance requirement.  

  Foreign bound passengers are allowed to take goods from EOUs to promote trade, 

tourism and exports.  

  The value of capital goods imported by EOUs can now be amortized uniformly over 10 

years.  

  Period of utilisation of raw materials prescribed for EOUs has been increased from 1 

year to 3 years.  

  Gems and jewellery EOUs are now being permitted sub-contracting in DTA. Wastage 

for subcontracting/exchange by gem and jewellery units in transactions between EOUs 

and DTA will now be allowed as per norms.  

  Export/import of all products through post parcel/courier by EOUs is now allowed.  

  EOUs are allowed to sell all products including gems and jewellery through 

exhibitions and duty free shops or shops set up abroad.  

  Gems and jewellery EOUs are entitled to advance domestic sales.  

  A provision for the extension of the validity of the Letter of Permission (LOP) as also 

the format has been devised under the scheme.  
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  The Units Approval Committee has the power to approve applications for setting up of 

EOU units undertaking R&D  

Export Promotion of Capital Goods ( EPCG) Scheme  

  The scheme now allows import of capital goods for pre-production and post-

production facilities also.  

  Export Obligation under the scheme is now linked to the duty saved and is to be 8 

times the duty saved.  

  To facilitate up-gradation of existing plant and machinery, import of spares upto 100% 

value of the license, spare refractories, catalyst and consumables, are also allowed under 

the scheme.  

  To promote higher value addition in exports, the existing condition of imposing an 

additional Export Obligation (EO) of 50% for products in the higher product chain has 

been done away with.  

  Greater flexibility is given for fulfillment of export obligation under the scheme by 

allowing export of any other product manufactured by the exporter on case by case basis 

on merits. The concept of EO fulfillment has been extended to companies under the same 

Group.  

  Import of capital goods upto 10 years old is also allowed under the scheme.  

  To facilitate diversification into the software sector, existing manufacturer exporters 

are allowed to fulfill export obligation arising out of import of capital goods under the 

scheme for setting up of software units through export of manufactured goods of the 

same company.  

  Royalty payments received from abroad and testing charges received in free foreign 

exchange are to be counted for discharge of export obligation.   

Duty Entitlement Passbook ( DEPB)  

  Facility for provisional DEPB rate has been introduced to encourage diversification 

and promote export of new products. These rates are valid for a period of 6 months.  

  DEPB rates have been rationalised in line with general reduction in Customs duty.  

Advance Licence  

  Anti-dumping and safeguard duty exemption to advance license are allowed for 

deemed exports for supplies to EOU/SEZ/EHTP/STP.  

  The composition fee for export obligation extension has been linked to the duty saved 

on unutilised imports and no extension beyond 36 months from the date of issue of the 

license has been permitted.  

  Concept of "Advance License for free of cost material" reintroduced.  
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Advance License for Annual Requirements  

  A provision of export obligation extension and revalidation of the license has been 

introduced.  

  New provision of Advance Licence for Annual Requirement for Intermediate Supplies 

has been introduced.  

Duty Free Replenishment Certificate ( DFRC)  

  Duty Free Replenishment Certificate scheme has been extended to deemed exports to 

provide a boost to domestic manufacturer.  

Value addition under DFRC scheme has been reduced from 33% to 25%.  

  Fuel under actual user condition has also been allowed under the scheme.  

Measures for reducing transaction costs & improving procedural 

simplification  

  The work related to the electronic interface with the various agencies involved with 

international trade is at an advanced stage. Electronic filing of applications has been 

made mandatory for applications under the self certification advance licence applications.  

  Applications filed electronically have a 50% lower processing fee as compared to 

manual applications.  

  The actual user condition for import of second hand capital goods upto 10 years old 

has been dispensed with.  

 The penal interest rate has been reduced from 24% to 15% for all old cases of default 

under Exim Policy.  

 The restriction on export warranty spares has been removed.  

 The IEC holder is to furnish online return of imports/exports made on yearly basis in 

order to weed out the casual importers and exporters.  

 Export of free of cost goods for export promotion @ 2% of average annual exports in 

preceding three years has been permitted subject to ceiling of Rs.5 lakh.  

  For revival of sick units, extension of export obligation period is to be allowed to such 

units based on Bureau of Industrial Finance & Recontruction (BIFR) rehabilitation 

schemes or the State government rehabilitation schemes.  

Implementation of Medium Term Export Strategy (MTES)  

A number of measures have been taken through the Budget and the EXIM Policy to 

translate the Medium Term Export Strategy 2002-07 (MTES) into ground level policies 

for the export sector. The progress in implementation of the MTES is as follows:  

Product Market Strategy  
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  Export Promotion Councils (EPCs) have been requested to implement the policy of   

Product Market Strategy and to focus on 220 products. India Trade Promotion 

Organisation (ITPO) has also been requested to take note of the potential sectors and 

markets given in MTES for its trade promotion activities.  

  The 8-digit commodity classification has been adopted by the DGFT w.e.f. 1.4.2002 

and by Dept. of Revenue for import tariff by Gazette Notification in January 2003 for 

adoption w.e.f. 1.2.2003. This can also be the basis for tariff negotiations in the World 

Trade Organisation ( WTO).  

Lower tariffs  

The peak rate of customs has been reduced to 25%. Tariffs for many capital goods items 

needed for textiles and IT sector have been reduced drastically in the Budget 2003-04.  

FDI in Export Sector and SEZ Policy  

SEZ policy has been strengthened. Besides the tax incentive and permission for setting up 

Overseas Banking Units (OBUs) in SEZs, many other facilities have been extended to 

SEZs in the Exim Policy.  

Reduction in transaction cost and introduction of digital signatures 

suggested in MTES  

For reduction in transaction costs, same day licensing has been introduced in all regional 

offices of DGFT. Digital signature system has also been introduced.  

Improving Export Infrastructure  

Many policy measures have been announced in the budget to improve infrastructure. For 

example, corporatisation of ports in a phased manner and a package of concessions to 

private sector entry in green field airport projects announced in the Budget are expected 

to help the export sector.  

Export Credit  

In order to save bank charges, direct negotiations of export documents have been 

permitted. For facilitating export credit, offshore banking units are permitted in SEZs. 

The ceiling rate on export credit in foreign currency has been reduced to LIBOR plus 

0.75 percentage point from LIBOR plus 1.00 percentage point.  

Assistance to States  

Under the Assistance to States for Infrastructure Development for Exports (ASIDE), the 

export performance and incremental export performance of states are being taken into 

account for enhancing the responsibility of State Governments for promoting exports.  

Market Development Programmes and Internal Dissemination of 

information  
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For this purpose, allocation of funds under Market Access Initiative (MAI) Scheme has 

been enhanced.  

Assistance to States for Development of Export Infrastructure and other 

activities (ASIDE Scheme)  

Assistance to States for Development of Export Infrastructure and other activities 

(ASIDE) scheme, started in March 2002, continued to be implemented during the year 

with full vigour. The outlay of this scheme has two components. Eighty percent of the 

funds (state component) is earmarked for allocation to the States on the basis of an 

approved criteria. The balance 20 percent (central component), and amounts equivalent to 

un-utillised portion of the funds allocated to the States in the past year(s), if any, is 

retained at the central level for meeting the requirements of inter-state projects, capital 

outlays of EPZs, activities relating to promotion of exports from the North Eastern 

Region. A minimum of 10% of the scheme outlay is reserved for expenditure in the North 

Eastern Region and Sikkim. In order to encourage private sector participation in 

development of infrastructure for export promotion, State Governments/UTs are being 

encouraged to identify projects with private sector participation by giving them additional 

incentives.  

An outlay of Rs. 1725 crore has been made for the ASIDE scheme during the 10th Five 

Year Plan (2002-2007) of which provision for the year 2003-04 is Rs. 350 crore. Funds 

under the scheme are disbursed directly to a Nodal Agency nominated by the State 

Government where it is kept under a separate head in the accounts of the Nodal Agency.  

In order to evaluate progress in the implementation of projects, its impact on exports etc., 

the projects sanctioned under the ASIDE scheme are being visited by field formations of 

Department of   

Commerce who submit consolidated report in the prescribed format to the Department of 

Commerce, the concerned State Government and the nodal agency of the State for 

appropriate action. A web-enabled monitoring system of the projects has been developed 

on the website of the Department for online assessment of the progress of the projects.  

MARKETING DEVELOPMENT ASSISTANCE (MDA)   

To facilitate various measures undertaken to stimulate and diversify the country's export 

trade, the Market Development Assistance (MDA) scheme is being implemented by the 

Department of Commerce with the following objectives :-  

(a) To assist individual exporters for export promotion activities abroad  

(b) To assist Export Promotion Councils (EPCs) to undertake export promotion activities 

for their product(s) and commodities  

(c) To assist consortium marketing approach abroad  

(d) To assist approved organisations/trade bodies in undertaking limited exclusive non-

recurring innovative activities connected with export promotion efforts of their members  
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(e) To assist Export Promotion Councils to contest Countervailing duty/Anti dumping 

cases initiated abroad  

(f) To assist Focus Area export promotion programmes in specific regions abroad like 

Focus LAC, Focus Africa and Focus CIS programmes.  

(g) To promote residual essential activities connected with marketing promotion efforts 

abroad.  

Recognised Export Promotion Councils (EPCs) are eligible for MDA assistance for 

development and promotional activities of their products including participation in trade 

fairs/exhibitions/council sponsored Trade delegations, publicity through printed material, 

etc.  

Focus Area programmes namely Focus Latin American Countries(LAC), Focus Africa 

and Focus Commonwealth of Independent States (CIS) support market promotion 

activities in these regions through EPCs, ITPO etc. by way of organising specialised 

`Made in India' exhibitions, translation facilities in regional languages, market survey, 

setting up of warehousing facilities, opening of foreign offices, preparation of product 

catalogue in CD ROM form, inviting prominent foreign delegates and buyers to India, 

etc. Opening and maintaining foreign offices and warehouses in these regions by 

recognised Export/Trading Houses and recognised consortium of Small Scale Industries 

(SSI) units is also supported by the Scheme.  

MARKET ACCESS INITIATIVE (MAI)  

Government has approved the Market Access Initiative (MAI) scheme under Plan 

Scheme to act as a catalyst to promote India's exports on a sustained basis. The scheme is 

devised on focus product- focus country approach to evolve specific strategy for specific 

market and specific product through market studies/survey.  

Assistance is extended under the Scheme to State Governments/ Export Promotion 

Councils/Registered Trade Promotion Organisations/ Exporters, etc. for the following 

components:  

 Marketing Studies  

 Marketing projects which may include showrooms, warehousing facility, display in 

international departmental stores, publicity campaign and brand promotion, participation 

in trade fairs, research and product development etc.  

 Export potential survey of the States  

 Registration charges for product registration abroad for pharmaceuticals, biotechnology 

and agro chemicals  

 Testing charges for engineering products  

 Study of WTO related matters  

INFRASTRUCTURE SUPPORT AND TRADE FACILITATION  
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The Department of Commerce endeavors to resolve problems experienced by the trading 

community in the carriage of goods through coordination with the concerned Ministries 

and Departments. Efforts to improve transport/logistic support to exporters and   

importers includes greater containerisation, extension of Air Cargo Complexes (ACCs), 

computerisation of cargo clearance, introduction of Electronic Data Interchange (EDI), 

improved communication, warehousing, etc.  

The major initiatives taken in this regard recently during the year included the following :  

a) Setting up of exclusive Courier Terminals at Delhi and Mumbai airports for handling 

of international express consignments.  

b) Providing 3-day free period for courier import consignments at Delhi airport by the 

Central Warehousing Corporation.  

c) Starting of new train services by Container Corporation of India (CONCOR).  

d) Obtaining approval for setting up of 4 Inland Container Depots/Container Freight 

Stations (ICDs/CFSs) for facilitating movement of export/ import consignments.  

e) Constituting of two high level committees viz. Standing Committee on Promotion of 

Exports by Sea (SCOPE-SHIPPING) and Standing Committee on Promotion of Exports 

by Air (SCOPE-AIR) is to address constraints in the smooth movement of international 

cargo.  

f) Hosting web based systems on country's trade on the website to provide query based 

access to the country wise, commodity wise, country x commodity wise exports/ imports 

details. The monitoring systems for release of funds under Assistance to States for 

Developing Infrastructure and other allied activities (ASIDE) Scheme and Critical 

Infrastructure Balancing (CIB) scheme have also been developed and implemented for 

data collection from states and central agencies and its further monitoring in the 

department.  

Interface for Local Access through Intranet  

To facilitate the users within the department, a local web page has been created and 

maintained at the local area network/ Intranet to provide direct access to the various web 

based applications/systems developed and implemented in the department. It also has 

press releases, work allocation, electronic notice board, various downloadable forms, 

training programme details, linkages to the web sites of the various trade related bodies 

and organisations of the country and abroad , their E-mail directory information and other 

utility packages.  

TRADE FINANCE  

Export Credit Interest Rate Structure  

The reduction in ceiling interest rates on rupee export credit by 1 percentage point across 

the board effective from September 26, 2001 has further been extended up to April 30, 

2004. Now the ceiling rates of interest are indicated by the RBI for the first slab of pre-
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shipment credit, i.e., up to 180 days and for post-shipment credit up to 90 days. For 

subsequent period and other categories, interest rates are left free to be decided by the 

banks themselves.  

Export Credit in Foreign Currency (PCFC)  

In order to make the interest rates on export credit competitive, the ceiling interest rates 

export on export credit in foreign currency which was revised with effect from 29.4.2002 

continues to remain unchanged.  

Resources for foreign currency funds for PCFC  

With a view to providing further flexibility to banks to service foreign currency funds for 

granting PCFC/EBR to exporters, the RBI has permitted banks to use foreign currency 

funds borrowed in terms of Para 4(2) (i) of Notification No. FEMA 3/2000 RB dated 

May 3, 2000 as also foreign currency funds generated through buy-sell swaps in domestic 

forex market for granting such loans subject to adherence to Aggregate Gap Limit 

approved by the RBI.  

All India Export Advisory Committee (AIEAC)  

During the period under review the meetings of the All India Export Advisory Committee 

which deliberates on issues relating to export credit and exchange control was held at 

Guwahati on September 12, 2003.  

Seminar on export credit  

The Reserve Bank organised seminars on export credit for the benefit of the exporters as 

well as bankers at Guwahati in September 11, 2003 and at Tirupur in September 30, 2003 

jointly with the State Bank of India and the Indian Overseas Bank respectively.  

 

Activity 2 

1. What in your view were the main causes to reforms in Indian trade? 

2. Discuss in detail the impacts of reforms over the employment in India. 

3. Write a detailed note on the external debt of India. 

4. What are the regulations on MNCs in India? 

5. Explain the initiatives to promote exports in India. 

 

2.8 SUMMARY 

The unit emphasized the trade reforms and Multinational Corporations in India. After the 

brief introduction, the unit presents the causes of reforms as the crisis in trade patterns in 

India. Various reforms were discussed in the later section along with suitable references 



 260 

of events. Impacts of trade reforms on growth of the nation and employment in the 

country were dealt in the very next section. Problem of external debt in India had been 

discussed in detail along with suitable suggestions to counter the problem. The next area 

of concern was the concept of multinational corporations in context of India. A 

multinational corporation (MNC) or transnational corporation (TNC), also called 

multinational enterprise (MNE), has been described as a corporation or enterprise that 

manages production or delivers services in more than one country. Finally various 

initiatives taken by Indian government to promote exports were discussed in detail. 
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