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1.0

LEARNING OBJECTIVE

After going through this unit, learners will be able to understand:





The different theories of International Trade
Meaning of Commercial policy
Various types of Tariff and Non- Tariff Barriers
Balance of payment account and its components

1.1 INTERNATIONAL TRADE
Trade in simple terms means sale, purchase or exchange of goods and services between
people or entities. From the international perspective trade would arise when sale,
purchase or exchange of goods and services takes place across national boundaries
(borders).

Why do nations engage in International Trade?
The main question in economics of trade is –‘Why nations trade?’ What needs to be
clarified is as to why they trade. The availability of middlemen and transport can only
facilitate trade – not cause it. Why, in the first place do they do so? What is it that
makes people who live far away, speak different languages, and operate under different
legal and economic systems take the trouble of exchanging goods and services?
There are three views about why nation’s trade:
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The Economic View: There must be economic gains from trade for both sides.
Resource-based view: Nations trade because some firms in one nation generate
exports that are valuable, unique and hard to imitate.
Institution-based view: There are different rules that govern trade which
determine how gains are shared amongst nations

THEORIES OF INTERNATIONAL TRADE

The theories of trade are categorized into two parts: Traditional Theories and Modern
Theories of Trade. The traditional theories include Mercantilism, Absolute Advantage,
Comparative Advantage and Heckscher - Ohlin Theory which emphasize on trade
between countries. These theories are considered country-specific. For example: if a
country is specialized in producing a product for which it is getting an absolute or
comparative advantage, then it will get a similar advantage by exporting that product
and importing another product from other country. As against traditional theories,
modern theories of trade which are considered firm-specific emerged after World War
II. These theories basically evolved due to the growing importance of multinational
corporations in post-war international economy. Now the focus has been shifted from
traditional, country-based trade theories to modern, firm based theories. This is
because expansion of MNCs was not addressed by classical economists. Moreover,
intra-industry trade was not taken into account, which refers to trade between two
countries of goods produced in the same industry. Product and service factors,
including brand loyalty, technological innovation and better quality are incorporated
by modern theories for understanding trade flows.
Different theories from time to time has been produced to understand how, when and
which products be traded to take advantages of international trade.
Theories of the international trade are:
1. Classical or Country-Based Trade Theories
a. Mercantilism
b. Absolute Advantage
c. Comparative Advantage
d. Factors Proportions Theory
2. Modern theories
a. Country Similarity
b. Product Life Cycle theory

c. Global Strategic Rivalry
d. Porter’s National Competitive Advantage

1.3

CLASSICAL OR COUNRTY BASED TRADE THEORIES

(A) Mercantilism
Developed in the sixteenth century, mercantilism was one of the earliest efforts to
develop an economic theory. This theory stated that a country’s wealth was determined
by the amount of its gold and silver holdings. In its simplest sense, mercantilists
believed that a country should increase its holdings of gold and silver by promoting
exports and discouraging imports. In other words, if people in other countries buy more
from you (exports) than they sell to you (imports), then they have to pay you the
difference in gold and silver. The objective of each country was to have a trade surplus,
or a situation where the value of exports are greater than the value of imports, and to
avoid a trade deficit, or a situation where the value of imports is greater than the value
of exports.
A closer look at world history from the 1500s to the late 1800s helps explain why
mercantilism flourished. The 1500s marked the rise of new nation-states, whose rulers
wanted to strengthen their nations by building larger armies and national institutions.
By increasing exports and trade, these rulers were able to amass more gold and wealth
for their countries. One way that many of these new nations promoted exports was to
impose restrictions on imports. This strategy is called protectionism and is still used
today.
Nations expanded their wealth by using their colonies around the world in an effort to
control more trade and amass more riches. The British colonial empire was one of the
more successful examples; it sought to increase its wealth by using raw materials from
places ranging from what are now the Americas and India. France, the Netherlands,
Portugal, and Spain were also successful in building large colonial empires that
generated extensive wealth for their governing nations.
Although mercantilism is one of the oldest trade theories, it remains part of modern
thinking. Countries such as Japan, China, Singapore, Taiwan, and even Germany still
favour exports and discourage imports through a form of neo-mercantilism in which
the countries promote a combination of protectionist policies and restrictions and
domestic-industry subsidies. Nearly every country, at one point or another, has
implemented some form of protectionist policy to guard key industries in its economy.
While export-oriented companies usually support protectionist policies that favour
their industries or firms, other companies and consumers are hurt by protectionism.
Taxpayers pay for government subsidies of select exports in the form of higher taxes.
Import restrictions lead to higher prices for consumers, who pay more for foreignmade goods or services. Free-trade advocates highlight how free trade benefits all
members of the global community, while mercantilism’s protectionist policies only
benefit select industries, at the expense of both consumers and other companies, within
and outside of the industry.

(B) Absolute Advantage
In 1776, Adam Smith questioned the leading mercantile theory of the time in The
Wealth of Nations. Adam Smith, An Inquiry into the Nature and Causes of the Wealth
of Nations (London: W. Strahan and T. Cadell, 1776). Recent versions have been
edited by scholars and economists. Smith offered a new trade theory called absolute
advantage, which focused on the ability of a country to produce a good more efficiently
than another nation. Smith reasoned that trade between countries shouldn’t be
regulated or restricted by government policy or intervention. He stated that trade
should flow naturally according to market forces.
In a hypothetical two-country world, if Country A could produce a good cheaper or
faster (or both) than Country B, then Country A had the advantage and could focus on
specializing on producing that good. Similarly, if Country B was better at producing
another good, it could focus on specialization as well. By specialization, countries
would generate efficiencies, because their labour force would become more skilled by
doing the same tasks. Production would also become more efficient, because there
would be an incentive to create faster and better production methods to increase the
specialization.
Smith’s theory reasoned that with increased efficiencies, people in both countries
would benefit and trade should be encouraged. His theory stated that a nation’s wealth
shouldn’t be judged by how much gold and silver it had but rather by the living
standards of its people.
(C) Comparative Advantage
The challenge to the absolute advantage theory was that some countries may be better
at producing both goods and, therefore, have an advantage in many areas. In contrast,
another country may not have any useful absolute advantages. To answer this
challenge, David Ricardo, an English economist, introduced the theory of comparative
advantage in 1817. Ricardo reasoned that even if Country A had the absolute
advantage in the production of both products, specialization and trade could still occur
between two countries.
Comparative advantage occurs when a country cannot produce a product more
efficiently than the other country; however, it can produce that product better and more
efficiently than it does other goods. The difference between these two theories is
subtle. Comparative advantage focuses on the relative productivity differences,
whereas absolute advantage looks at the absolute productivity.

The above table shows that England has an absolute advantage in the production of
both wine and cloth. That is, it requires absolutely less labour time in England to
produce each commodity than in Portugal. At the same time, it requires 1 and 2/3 times

as much labour time to produce wine in Portugal (= 5/3) as it does in England.
Similarly, it requires 3 times the amount of labour time in Portugal to produce cloth (=
6/2). Therefore, Portugal’s absolute disadvantage is greatest in cloth production and
so we should expect it to have a comparative advantage in wine production.
Similarly, England requires only 0.6 times as much labour time as Portugal to produce
wine (= 3/5). England also requires only about 0.33 times as much labour time as
Portugal to produce cloth (= 2/6). Again, we see that England can produce each
commodity in less time than Portugal. Nevertheless, England’s absolute advantage is
clearly greatest in the production of cloth. Therefore, England’s comparative
advantage is in the production of cloth. In conclusion, England should specialize in
cloth production, Portugal should specialize in wine production, and the two nations
can trade to the benefit of each.
Whenever a country has a comparative advantage in production it can benefit from
specialization and trade. However, specialization can have both positive and
negative effects on a nation’s economy. The effects of specialization (and trade)
include:


Greater efficiency: Countries specialize in areas that they are naturally good
at and also benefit from increasing returns to scale for the production of these
goods. They benefit from economies of scale, which means that the average
cost of producing the good falls (to a certain point) because more goods are
being produced. Similarly, countries can benefit from increased learning. They
simply are more skilled at making the product because they have specialized
in it. These effects both contribute to increased overall efficiency for countries.
Countries become better at making the product they specialize in.



Consumer benefits: Specialization means that the opportunity cost of
production is lower, which means that globally more goods are produced and
prices are lower. Consumers benefit from these lower prices and greater
quantity of goods.



Opportunities for competitive sectors: Firms gain access to the whole world
market, which allows them to grow bigger and to benefit further from
economies of scale.



Gains from trade: Suppose that Britain and Portugal each produce wine and
cloth. Britain has a comparative advantage in cloth and Portugal in wine. By
specializing and then trading, Britain can get a unit of wine for only 100 units
of labour by trading cloth for labour instead of taking 110 units of labour to
produce the wine itself (assuming the price of Cloth to Wine is 1). Similarly,
Portugal can specialize in wine and get a unit of cloth for only 80 units of labour
by trading, instead of the 90 units of labour it would take to produce the cloth
domestically. Each country will continue to trade until the price equals the
opportunity cost, at which point it will decide to just produce the other good
domestically instead of trading. Thus (in this example with no trade costs) both
countries benefit from specializing and then trading.

Of course, there are also some potential downsides to specialization:


Threats to uncompetitive sectors: Some parts of the economy may not be
able to compete with cheaper or better imports. For example, firms in United
States may see demand for their products fall due to cheaper imports from
China. This may lead to structural unemployment.



Risk of over-specialization: Global demand may shift, so that there is no
longer demand for the good or service produced by a country. For example, the
global demand for rubber has fallen due the availability of synthetic substitutes.
Countries may experience high levels of persistent structural unemployment
and low GPD because demand for their products has fallen.



Strategic vulnerability: Relying on another country for vital resources makes
a country dependent on that country. Political or economic changes in the
second country may impact the supply of goods or services available to the
first.

As a whole, economists generally support specialization and trade between nations.
Relationship between Specialization and Trade
Comparative advantage is the driving force of specialization and trade. Specialization
refers to the tendency of countries to specialize in certain products which they trade
for other goods, rather than producing all consumption goods on their own. Countries
produce a surplus of the product in which they specialize and trade it for a different
surplus good of another country. The traders decide on whether they should export or
import goods depending on comparative advantages.
Imagine that there are two countries and both countries produce only two products.
They can both choose to be self-sufficient, because they have the ability to produce
both products. However, specializing in the product for which they have a comparative
advantage and then trading would allow both countries to consume more than they
would on their own.
One might assume that the country that is most efficient at the production of a good
would choose to specialize in that good, but this isn’t always the case. Rather than
absolute advantage, comparative advantage is the driving force of specialization.
When countries decide what products to specialize in, the essential question becomes
who could produce the product at a lower opportunity cost. Opportunity cost refers to
what must be given up in order to obtain some item. It requires calculating what one
could have gotten if one produced another product instead of one unit of the given
product.
For example, the opportunity cost to Bob of 1 bottle of ketchup is 1/2 bottle of mustard.
This means that in the same amount of time that Bob could produce one bottle of
ketchup, he could have produced 1/2 bottle of mustard. Tom could have produced 1/3
bottle of mustard during the time that he was making one bottle of ketchup. Tom will
have the comparative advantage in producing ketchup because he has to give up less
mustard for the same amount of ketchup. In sum, the producer that has a smaller

opportunity cost will have the comparative advantage. It follows that Bob will have a
comparative advantage in the production of mustard.

The Leontief Paradox
One of the most famous tests of any economic or business theory occurred in 1960,
when economist Wisely Leontief tested whether the factor proportions theory could
be used to explain the types of goods the United States imported and exported.
Leontief's premise was based on a widely shared view that some countries, such as the
U.S., were endowed with large amounts of capital equipment, while other countries
were short on capital but well-endowed with large amounts of labour. Thus, it was
thought that a country with significant capital would be more efficient in producing
capital-intensive products, and that a country with large amounts of labour would be
more efficient in producing labour-intensive products.
Leontief had to devise a method to determine the relative amounts of labour and capital
in a product. His solution, known as input-output analysis, was an accomplishment on
its own. Input-output analysis is a technique of breaking down products into the
amounts and costs of the labour, capital, and other potential factors employed in the
product's manufacture. Leontief then used this method to analyze the labour and capital
content of all U.S. merchandise imports and exports. The hypothesis was relatively
straight forward: U.S. exports should be more capital-intensive than U.S. imports.
Leontief's results were, however, a bit of a shock.
Leontief found that the products that U.S. firms exported were more labour-intensive
than the products the U.S. imported8. It seemed that if the factor proportions theory
were true, the U.S. would be identified as a relatively labour-abundant country.
Alternatively, the theory could be wrong. Neither interpretation of the results was
acceptable to many in the field of international trade research.
A variety of explanations and continuing studies have attempted to solve what has
become known as the Leontief Paradox. It was first thought to have been simply a
result of the specific year when the study was conducted, which was 1946. However,
the same results were found when the theory was applied to different years and data
sets. The next explanation was that Leontief did not really analyze the labour and
capital contents of imports, but rather the labour and capital content was actually
producing these products in a more capital-intensive fashion than the countries from
which it imported manufactured goods. Finally, the debate turned to the need for
analysts to distinguish different types of labour and capital. Several studies attempted
to separate labour factors into skilled labour and unskilled labour. These studies have
continued to show results more consistent with what the factor proportions theory

would suggest. In the 1970s, a number of studies expanded the factors of production
to include energy, particularly oil, as a factor of production that would explain the
paradox. The results to date have been mixed, at best.
(D) Factor Proportions Theory
Trade theory, like all of economic theory, changed drastically in the first half of the
twentieth century. The factor proportions theory developed by the Swedish economist
Eli Heckscher, and later expanded by his former graduate student Bertil Ohlin, formed
the major theory of international trade and is still widely accepted today. Whereas
Smith and Ricardo emphasized a labour theory of value, the factor proportions theory
is based on a more modern concept of production that raises capital to the same level
of importance as labour.
Factor Intensity in Production
The factor intensity in production theory is a two-dimensional concept and includes
labour and capital. Technology determines the way labour and capital combine to form
a product. Different products require different proportions of these two factors of
production.
It is easy to see how the factor proportions of the production of a product differs
substantially among groups of products. For example, the manufacturing of leather
footwear is still a relatively labour-intensive process, even with the most sophisticated
leather treatment and patterning machinery. Other products, such as computer memory
chips, still require some highly skilled labour, but rely more on massive quantities of
capital for production, development, and facilities. The concept of factor proportions
is very useful in the comparison of the production processes of goods.
According to factor proportions theory, factor intensities depend on the state of
technology and the current method of manufacturing of a given product. The theory
assumes that the same technology of production would be used for the same goods in
all countries. It is not, therefore, differences in the efficiency of production that will
determine trade between countries, as it did in classical theory. Classical theory
implicitly assumed that technology, or the productivity of labour, is different across
countries. Otherwise, there would be no logical explanation as to why one country
would require more units of labour to produce a unit of output than another country.
Factor proportions theory assumed no such productivity differences.
If there is no difference in technology or productivity of factors across countries, what,
then, determines comparative advantage in production and export? The answer is that
factor prices determine cost differences. These prices are determined by the
endowments of labour and capital the country possesses. The theory assumes that
labour and capital are immobile, meaning they cannot move across country borders.
Therefore, a country's endowment determines the relative costs of labour and capital
as compared to other countries.
Each country is defined or measured by the amount of labour and capital that it
possesses. If a country has, when compared to other countries, more labour and less
capital, it would be characterized as relatively labour abundant. That which is more

plentiful is cheaper. Thus, a labour-abundant country would have relatively cheap
labour.
A country such as China possesses a relatively large endowment of labour and a
smaller endowment of capital. Japan is a relatively capital-abundant country with a
smaller endowment of labour. China possesses cheaper labour and should therefore
specialize in the production and export of labour-intensive products. Japan possesses
relatively cheap capital and should specialize in the production and export of capitalintensive products. The comparative advantage is derived not from the productivity of
a country, but from the relative abundance of its factors of production.
Operating with these assumptions, the factor proportions theory states that a country
should specialize in the production and export of those products that make use of its
relatively abundant factor.
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A country that is relatively labour abundant should specialize in the production
of relatively labour intensive goods. It should then export these labour intensive
goods in exchange for capital intensive goods.
A country that is relatively capital abundant should specialized in the
production of relatively capital intensive goods. It should then export these
capital intensive goods in exchange for labour intensive goods.

MODERN OR FIRM BASED TRADE THEORIES

In contrast to classical, country-based trade theories, the category of modern, firmbased theories emerged after World War II and was developed in large part by business
school professors, not economists. The firm-based theories evolved with the growth of
the multinational company (MNC). The country-based theories couldn’t adequately
address the expansion of either MNCs or intra-industry trade, which refers to trade
between two countries of goods produced in the same industry. For example, Japan
exports Toyota vehicles to Germany and imports Mercedes-Benz automobiles from
Germany.
Unlike the country-based theories, firm-based theories incorporate other product and
service factors, including brand and customer loyalty, technology, and quality, into the
understanding of trade flows.
(A) Country Similarity Theory
Swedish economist Steffan Linder developed the country similarity theory in 1961, as
he tried to explain the concept of intra-industry trade. Linder’s theory proposed that
consumers in countries that are in the same or similar stage of development would
have similar preferences. In this firm-based theory, Linder suggested that companies
first produce for domestic consumption. When they explore exporting, the companies
often find that markets that look similar to their domestic one, in terms of customer
preferences, offer the most potential for success. Linder’s country similarity theory
then states that most trade in manufactured goods will be between countries with
similar per capita incomes, and intra-industry trade will be common. This theory is
often most useful in understanding trade in goods where brand names and product

reputations are important factors in the buyers’ decision-making and purchasing
processes.
(B) Product Life Cycle Theory
Raymond Vernon, a Harvard Business School professor, developed the product life
cycle theory in the 1960s. The theory, originating in the field of marketing, stated that
a product life cycle has three distinct stages: (1) new product, (2) maturing product,
and (3) standardized product. The theory assumed that production of the new product
will occur completely in the home country of its innovation. In the 1960s this was a
useful theory to explain the manufacturing success of the United States. US
manufacturing was the globally dominant producer in many industries after World
War II.
It has also been used to describe how the personal computer (PC) went through its
product cycle. The PC was a new product in the 1970s and developed into a mature
product during the 1980s and 1990s. Today, the PC is in the standardized product
stage, and the majority of manufacturing and production process is done in low-cost
countries in Asia and Mexico.
The product life cycle theory has been less able to explain current trade patterns where
innovation and manufacturing occur around the world. For example, global companies
even conduct research and development in developing markets where highly skilled
labour and facilities are usually cheaper. Even though research and development is
typically associated with the first or new product stage and therefore completed in the
home country, these developing or emerging-market countries, such as India and
China, offer both highly skilled labour and new research facilities at a substantial cost
advantage for global firms.
According to Vernon, products go through five stages of production:






Introduction,
Growth,
Maturity,
Saturation,
Decline.

There are three stages contained within the theory.
1. New Product Introduction
The cycle always begins with the introduction of a new product. In this stage a
corporation in a developed country will innovate a new product. The market for this
product will be small and sales will be relatively low as a result. Vernon deduced that
innovative products are more likely to be created in a developed nation because the
buoyant economy means that people have more disposable income to use on new
products.
To offset the impact of low sales, corporations will keep the manufacture of the product
local, so that as process issues arise or a need to modify the product in its infancy stage

presents itself, changes can be implemented without too much risk and without wasting
time.
As sales increase, corporations may start to export the product out to other developed
nations to increase sales and revenue. It’s a straightforward step towards the
internationalization of a product because the appetites of people within developed
nations tends to be quite similar.
2. The Maturity Stage
At this point, when the product has firmly established demand in developed countries,
the manufacturer of the product will need to consider opening up production plants
locally in each developed country to meet the demand. As the product is being
produced locally, labour costs and export and costs will decrease thereby reducing the
unit cost and increasing revenue. Product development can still occur at this point as
there is still room to adapt and modify the product if needed. Appetites for the product
in developed nations will continue to increase in this stage.
Although the unit costs have decreased due to the decision to produce the product
locally, the manufacture of the product will still require a highly skilled labour force.
Local competition to offer alternatives start to form. The increased product exposure
begins to reach the countries that have a less developed economy, and demand from
these nations start to grow.
3. Product Standardization and Streamlining of Manufacturing
Exports to nations with a less developed economy begin in earnest. Competitive
product offers saturate the market which means that the original purveyor of the
product loses their competitive edge on the basis of innovation. In response to this,
rather than continuing to add new features to the product, the corporation focuses on
driving down the cost of the process to manufacture the product. They do this by
moving production to nations where the average income is much lower and
standardizing and streamlining the manufacturing methods needed to make the
product.

The local workforce in lower income nations are then exposed to the technology and
methods to make the product and competitors begin to rise as they did in developed
nations previously. Meanwhile, demand in the original nation where the product came
from begins to decline and eventually dwindles as a new product grabs the attention
of the people. The market for the product is now completely saturated and the
multinational corporation leaves the manufacture of the product in low income
countries and instead, focuses its attention on new product development as it bows
gracefully out of the market.
What is left of the market share is divvied up between predominantly foreign
competitors and people in the original country who want the product at this point, will
most likely buy an imported version of the product from a nation where the incomes
are lower. Then the cycle begins again.

(C) Global Strategic Rivalry Theory
Global strategic rivalry theory emerged in the 1980s and was based on the work of
economists Paul Krugman and Kelvin Lancaster. Their theory focused on MNCs and
their efforts to gain a competitive advantage against other global firms in their industry.
Firms will encounter global competition in their industries and in order to prosper, they
must develop competitive advantages. The critical ways that firms can obtain a
sustainable competitive advantage are called the barriers to entry for that industry.
The barriers to entry refer to the obstacles a new firm may face when trying to enter
into an industry or new market. The barriers to entry that corporations may seek to
optimize include:






Research and development,
The ownership of intellectual property rights,
Economies of scale,
Unique business processes or methods as well as extensive experience in the
industry, and
The control of resources or favourable access to raw materials.

(D) Porter’s National Competitive Advantage Theory
In the continuing evolution of international trade theories, Michael Porter of Harvard
Business School developed a new model to explain national competitive advantage in
1990. Porter’s theory stated that a nation’s competitiveness in an industry depends on
the capacity of the industry to innovate and upgrade. His theory focused on explaining
why some nations are more competitive in certain industries. To explain his theory,
Porter identified four determinants that he linked together. The four determinants are
(1) local market resources and capabilities, (2) local market demand conditions, (3)
local suppliers and complementary industries, and (4) local firm characteristics.

1. Local market resources and capabilities (factor conditions). Porter
recognized the value of the factor proportions theory, which considers a
nation’s resources (e.g., natural resources and available labour) as key factors
in determining what products a country will import or export. Porter added to
these basic factors a new list of advanced factors, which he defined as skilled
labour, investments in education, technology, and infrastructure. He perceived
these advanced factors as providing a country with a sustainable competitive
advantage.
2. Local market demand conditions. Porter believed that a sophisticated home
market is critical to ensuring ongoing innovation, thereby creating a sustainable
competitive advantage. Companies whose domestic markets are sophisticated,
trendsetting, and demanding forces continuous innovation and the
development of new products and technologies. Many sources credit the
demanding US consumer with forcing US software companies to continuously
innovate, thus creating a sustainable competitive advantage in software
products and services.
3. Local suppliers and complementary industries. To remain competitive,
large global firms benefit from having strong, efficient supporting and related
industries to provide the inputs required by the industry. Certain industries
cluster geographically, which provides efficiencies and productivity.
4. Local firm characteristics. Local firm characteristics include firm strategy,
industry structure, and industry rivalry. Local strategy affects a firm’s
competitiveness. A healthy level of rivalry between local firms will spur
innovation and competitiveness.
In addition to the four determinants of the diamond, Porter also noted that government
and chance play a part in the national competitiveness of industries. Governments can,
by their actions and policies, increase the competitiveness of firms and occasionally
entire industries.
Porter’s theory, along with the other modern, firm-based theories, offers an interesting
interpretation of international trade trends. Nevertheless, they remain relatively new
and minimally tested theories.
1.5
DISTINCTION BETWEEN MODERN THEORY AND CLASSICAL
THEORY OF INTERNATIONAL TRADE
Modern theory of international trade differs from the classical comparative cost theory
in many ways and is also superior to the latter.
(i) According to the classical economists, there was need for a separate theory of
international trade because international trade was fundamentally different from
internal trade. Heckscher and Ohlin,’ on the other hand, felt that there was no need for
a separate theory of international trade because international trade was similar to
internal trade. The difference between the, two was one of degree, and not of kind.

(ii) The classical economists explained the phenomenon of international trade in terms
of the old, discredited labour theory of value. The modern theory explained
international trade in terms of the general equilibrium theory of value.
(iii) The classical theory attributes the differences in the comparative advantage of
producing commodities in two countries to the differences in the productive efficiency
of workers in the country. The modern theory attributes the differences in the
comparative advantage to the differences in factor endowments.
(iv) The classical theory presents a one-factor (labour) model, while the modern theory
presents a more realistic multi-factor (labour and capital) model.
(v) The classical theory never took into account the factor price differences, while the
modern theory considers factor price differences as the main .cause of commodity
price differences, which, hi turn, provides the basis of international trade,
(vi) The classical theory does not provide the cause of differences in comparative
advantage. The modern theory explains the differences in comparative advantage in
terms of differences in factor endowments.
(vii) The classical theory is a single market theory of value, while the modern theory
emphasizes the importance of space element in international trade and involves a
multi-market theory of value.
(viii) The classical theory is a normative or welfare-oriented theory, .whereas the
modern theory, is a positive theory. The classical theory tries to demonstrate the gains
from international trade, while the; modern theory concentrates on the basis of trade.
1.6

COMMERCIAL POLICY

A commercial policy or trade policy is a governmental policy governing trade with
other countries. This covers tariffs, trade subsidies, import quotas, voluntary export
restraints, and restrictions on the establishment of foreign-owned businesses,
regulation of trade in service, and other barriers to international trade.
Countries that are part of an economic union often have a single commercial policy
that determines how member countries can interact with non-member countries.
For example, member countries of the European Union have a common commercial
policy.
In modern times, the commercial policy of every country is generally based on the
encouragement of exports and the discouragement of imports. The exports are
encouraged by giving preferential freight rates on exports, subsidies, etc. Imports are
hindered by erecting the tariffs walls, exchange controls, quota system, buy at the
home campaign, etc.
Features/ Objectives of Commercial Policies
1. To improve & extend international aid/co-operation through the exchange of
goods & making a contract with different countries.
2. To create an international market for our local products to increase export.

3. To participate in the international trade fair to introduce our local products
through govt. or private initiatives.
4. To take proper steps for promoting the export of non-traditional items.
5. To launch publicity campaigns for creating a new market for traditional
products.
6. To create a favourable environment for foreign trade/exchange.
7. To provide export facilities to exporters.
8. To reduce the import of luxurious goods.
9. To import raw materials, machinery, parts & accessories necessary for
producing goods.
10. To promote the establishment of export-oriented industries.
11. To meet the need for essential goods.
12. To encourage govt. & private sector industry for foreign trade.
13. To stabilize the foreign exchange rate.
14. To promote the export of man-power, to increase the earning of foreign
currencies.
15. Encourage domestic and foreign investment in overall industrial development.
16. Encourage especially the development of small & cottage industries.
17. Encourage the development of agro-based and agro-supportive industries.
18. Stimulate the development of industries based on indigenous raw materials and
indigenous technology
19. Motivate investment in the intermediate and basic industries
20. Create possible opportunities for revitalizing and rehabilitating controlling the
quality of products; and
21. Take appropriate measures for preventing environmental pollution and
maintaining the ecological balance.
22. Control the internal/external trade and other commercial activities of the
economy
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TARIFFS AND TRADE BARRIERS

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 labour, 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 a 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
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. Defence
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 defence-oriented companies.
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 labelling, France is likely to stop its retaliation. Retaliation can
also be employed if a trading partner goes against the government's foreign policy
objectives.
COMMON TYPES OF TARIFF
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

1. Specific Tariffs
A fixed fee levied on one unit of an imported good is referred to as a specific tariff.
This tariff can vary according to the type of goods imported. For example, a country
could levy a $15 tariff on each pair of shoes imported, but levy a $300 tariff on each
computer imported.
2. Ad Valorem Tariffs
The phrase "ad valorem" is Latin for "according to value," and this type of tariff is
levied on a good based on a percentage of that good's value. An example of an ad
valorem tariff would be a 15% tariff levied by Japan on U.S. automobiles. The 15% is
a price increase on the value of the automobile, so a $10,000 vehicle now costs $11,500
to Japanese consumers. This price increase protects domestic producers from being
undercut but also keeps prices artificially high for Japanese car shoppers.
Non-Tariff Barriers to Trade
3. 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 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.
4. 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.
5. 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 (VER) 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.
6. 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.

Difference between tariff and non-tariff barriers.
1. With tariffs the Government receives the revenue whereas no revenue is received
by the Government by applying non-tariff measures. However, it is favoured as an
appropriate measure to meet the demand of the country and to protect the industry.
2. Non-tariff measures protect the procedures and make them feel more secure than
under a tariff. But incentives are not there under tariffs.
3. In tariff customer’s classification and valuation procedures pose a problem before
the customs authorities. Where-as under non-tariff measures no such problem arises.
4. Non-tariff barriers to trade induce the domestic producers to form monopolistic
organisations with a view to keeping output low and prices high. This is not possible
under import duty. Non-tariff barriers remain ineffective if monopolistic tendencies
prevail in the country.
5. Non-tariff measures are flexible than tariff. Imposition of tariff and amendments are
subject to legislative enactment.
6. In non-tariff the price differences will be greater in two countries because there is
no free flow of imports; but in tariff—price differentiation will be equal to the cost of
tariff and transportation between exporting and importing countries.
7. Tariffs are simple to operate. Tariff rates once fixed through legislation require no
individual allocation of licensing quotas or exchange.
For non-tariff measures numbers of authorities are there to administer. It may result in
political interference or corruption.
8. Tariff favours particularly to efficient firms in the country but non-tariff measures
benefit established firm because they get quotas or import licenses.
9. Non-tariffs discriminate against new-comers but tariff do not discriminate.
1.8

NON-TARIFF BARRIERS

Non-tariff barriers are trade barriers that restrict the import or export of goods through
means other than tariffs. The World Trade Organization (WTO) identifies various nontariff barriers to trade, including import licensing, pre-shipment inspections, rules of
origin, custom delayers, and other mechanisms that prevent or restrict trade.

Developed countries use non-tariff barriers as an economic strategy to control the level
of trade they conduct with other countries. When making decisions on the non-tariff
barriers to implement in international trade, countries base the barriers on the
availability of goods and services for import and export, as well as the existing political
alliances with other trade partners.
Developed countries may elect to release other countries from being subjected to
additional taxes on imported or exported goods, and instead create other non-tariff
barriers with a different monetary effect.
Origin of Non-Tariff Barriers
During the formation of nation-states, countries had to devise ways of raising money
to finance local projects and pay recurrent expenditures. One of these ways was the
introduction of tariffs, which placed restrictions on imported and exported goods and
services.
However, industrialized countries transitioned from tariff barriers to non-tariff barriers
since they had built other sources of funding. Most developing nations still rely on
tariff barriers as a way of raising revenues to finance national projects while regulating
international trade with other countries.
Later, the industrialized countries switched from tariff to non-tariff barriers for several
reasons. One reason was to regulate international trade, even in the absence of tariff
barriers. It exempts certain countries from paying additional taxes on goods, and
instead, created other meaningful non-traffic barriers.
A second reason for introducing non-tariff barriers is to support weak industries that
have been affected by the reduction or withdrawal of tariff barriers. A final reason is
that non-tariff barriers are an avenue for interest groups to influence trade regulation
in the absence of trade tariffs.

Types of Non-Tariff Barriers
Non-tariff barriers may take the following forms:
1. Protectionist barriers

Protectionist barriers are designed to protect certain sectors of domestic industries at
the expense of other countries. The restrictions make it difficult for other countries to
compete favourably with locally produced goods and services. The barriers may take
the form of licensing requirements, allocation of quotas, antidumping duties, import
deposits, etc.
2. Assistive policies
Although assistive policies are designed to protect domestic companies and
enterprises, they do not directly restrict trade with other countries, but they implement
actions that can impede free trade with other countries. Examples of assistive barriers
include custom procedures, packaging and labelling requirements, technical standards
and norms, sanitary standards, etc.
International companies must meet the requirements before they can be allowed to
export or import certain goods into the market. The governments also help domestic
companies by providing subsidies and bailouts so that they can be competitive in the
domestic and international markets.
3. Non-protectionist policies
Non-protectionist policies are not designed to directly restrict the import or export of
goods and services, but the overall outcomes may lead to free trade restrictions. The
policies are primarily designed to protect the health and safety of people and animals
while maintaining the integrity of the environment.
Examples of non-protectionist policies include licensing, packaging and labelling
requirements, plant and animal inspections, import bans for specific fishing or
harvesting methods, sanitary rules, etc.
Examples of Non-Tariff Barriers
1. Licenses
Licenses are one of the most common instruments that countries use to regulate the
importation of goods. A license system allows authorized companies to import specific
commodities that are included in the list of licensed goods.
Product licenses can either be a general license or a one-time license. The general
license allows importation and exportation of permitted goods for a specified period.
The one-time license allows a specific product importer to import a specified quantity
of the product, and it specifies the cost, country of origin, and the customs point
through which the importation will be carried out.
2. Quotas
Quotas are quantitative restrictions that are imposed on imports and exports of a
specific product for a specified period. Countries use quotas as direct forms of
administrative regulation of foreign trade, and it narrows down the range of countries
where firms can trade certain commodities. It caps the number of goods that can be
imported or exported at any given time.

3. Embargoes
Embargoes are total bans of trade on specific commodities and may be imposed on
imports or exports of specific goods that are supplied to or from specific countries.
They are considered legal barriers to trade, and governments may implement such
measures to achieve specific economic and political goals.
4. Import deposit
Import deposit is a form of foreign trade regulation that requires importers to pay the
central bank of the country a specified sum of money for a definite period. The amount
paid should be equal to the cost of imported goods.
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IMPORT QUOTAS

The import quota means physical limitation of the quantities of different products to
be imported from foreign countries within a specified period of time, usually one year.
The import quota may be fixed either in terms of quantity or the value of the product.
For instance, the government may specify that 60,000 colour T.V. sets may be
imported from Japan. Alternatively, it may specify that T.V. sets of the value of
Rs.50crores can be imported from that country during a given year.
For the purpose of restricting imports, it may adopt one of the alternative ways
such as:
(i) Issue of import licence to the highest bidder in the open market;
(ii) Issue of import licence by calling for the tenders form prospective importers, the
highest tenderer getting the licence;
(iii) Issue of import licence on first-come first-serve basis;
(iv) Issue of import licences of specific categories of importers such as established
importers, star trading houses, actual users etc.;
(v) Issue of import licences to some government agency such as the State Trading
Corporation.
Objectives of Import Quotas:
The system of prescribing import quota is resorted to by the government of a
country for realising some of the following objectives:
(i) To afford protection to domestic industries through restricting foreign competition
by limiting the imports from abroad.
(ii) To make adjustment in the adverse balance of payments. The restriction of imports
through quotas can reduce the balance of payments deficit faced by the country.
(iii) To conserve the scarce foreign exchange resources of the country and to direct
their use for high-priority import items.

(iv) To ensure the stabilisation of the internal price level by properly regulating the
imports of goods from abroad.
(v) To discourage conspicuous consumption by the wealthy sections through placing
quota restrictions on the import of luxury goods.
(vi) To improve the international bargaining position of the country through allocating
larger import quotas for the products of such countries as allow a liberal inflow of the
products of the home country.
(vii) To retaliate against the restrictive trade policies adopted by some of the foreign
countries.
(viii) To check the speculative imports in anticipation of changes in exchange rates,
tariff rates and internal money and credit policies, the government may take resort to
import quota.
Types of Import Quotas
The main types of import quotas are as below:
(i) Tariff or Custom Quota:
In the case of tariff or custom quota, a certain specified quantity of a commodity is
allowed to be imported by the government of the importing country either duty free or
at a low rate of import duty. The imports in excess of this specified quantity are subject
to a relatively higher rate of tariff. A tariff quota is either an autonomous quota or
agreed quota. The autonomous tariff quota is fixed by decree or law. On the opposite,
the agreed tariff quota is one, which is the result of some agreement between the quotaimposing country and one or more foreign countries.
This variant of import quota has some merits. Firstly, this system has the advantage of
flexibility and it synthesises the tariff and import quota. Secondly, as the imports
above-a specific limit are subject to a higher rate of tariff, this system, on the one hand,
restricts imports and conserves scarce foreign exchange resources and, on the other
hand, yields revenues to the government.
Thirdly, this system does not completely prohibit imports. Some quantity of the
importable goods is allowed to enter the home market either without duty or at very
low rate of duty. Fourthly, the prices of domestic products under this system remain
related to the prices of the foreign products. The home prices of a given product are
not supposed to exceed the foreign prices by more than the amount of custom duty
leviable upon it.
Although this system has some merits, yet its drawbacks cannot be overlooked. The
main drawbacks of this system are- Firstly, since the imports upto a specified limit are
allowed duty free or at low rates of tariffs, the entire gain from low rates is enjoyed by
the exporting country.
Secondly, the rush of imports at low rates of tariff is likely to have disturbing effect
upon the domestic price structure.

Thirdly, this system discriminates against the relatively poor consuming sections, as
they cannot import goods at higher tariff rates. On the contrary, the wealthy consuming
sections can continue to secure the supply of foreign products even at higher tariff
rates.
(ii) Unilateral Quota:
Under the system of unilateral quota, a country places an absolute limit upon the
quantity of a commodity to be imported during a specified period. This limit is fixed
without any prior negotiation or agreement with the foreign countries. The unilateral
quota can be broadly of two types – (a) global quota and (b) allocated quota. In the
case of global quota, the entire quantity to be imported may be obtained from any one
or more countries during the specified period. Under the allocated quota system, the
total quantity of import quota is allocated or distributed among the different exporting
countries on the basis of certain criteria.
The global quota system allows the importing country to import even entire quota from
anyone country. This greatly improves the bargaining position of the importing
country. The exporting countries compete among themselves to capture the market of
the importing country. They offer their products at lower prices and assure more
favourable terms of trade compared with the rival countries.
However, the global quota system suffers from certain defects. Firstly, the global quota
system generally favours the nearby exporting countries than the distant countries.
Secondly, as the quota is announced by the government, the importers rush to make
imports. This results in the flooding of home market and unnecessary stock-piling of
goods. Such a situation may cause rapid fall in prices.
Thirdly, in the subsequent stages when the quota does not permit further imports,
shortages and consequent rise in-prices occur.
Fourthly, in the global quota system, the small and less organised countries are at a
disadvantage compared with the large and advanced industrialised countries.
Fifthly, the global quota system does not provide sufficient protection to the home
industries from foreign competition.
In view of the above defects of global unilateral quota, the countries have developed
preference for the allocated quota. But even the allocated quota system is not free from
drawbacks. The main drawbacks in the allocated unilateral quota are- Firstly, this
system results in avoidable rigidity in the sources of supply of imports.
Secondly, this system may not prove to be cost and quality efficient. Some quota may
be allocated, for political reasons, to such countries where the cost is relatively higher
and the quality of the product is somewhat inferior.
Thirdly, as the exporting countries are assured of their share in the import quota, there
is possibility of foreign firms indulging in monopoly practices. Fourthly, the system is
often criticised as discriminatory and creates a sense of grievance among some of the
trading partners.

(iii) Bilateral Quota:
In case of the bilateral quota system, the import quota is fixed after negotiations
between the importing and exporting countries. Haberler has called the bilateral quotas
as agreed quotas.
The system has the following merits:
(a) As the quotas are fixed after negotiations among the countries, there is
discrimination against one or the other country.
(b) There is no possibility of excessive fluctuations in imports and prices.
(c) The exporting countries are not likely to resort to monopolistic practices.
(d) It is not arbitrary. Therefore, it may not provoke opposition and retaliation by the
foreign countries.
This system, at the same time, has the following drawbacks:
(a) This system promotes the formation of international cartels.
(b) It opens the floodgate of corruption on an extensive scale.
(c) The exporting countries, after securing the desired quota, may raise the prices of
their products to the detriment of importing countries.
(d) This system greatly intensifies competition.
(e) It is an open invitation to monopolies in the exporting countries.
(iv) Mixing Quota:
Under this system, which is also known as indirect quota, the domestic producers in
the quota-fixing country are required to make use of domestic raw materials along with
the imported raw material in a specified proportion.
This system of import quota has the following merits:
(a) It affords protection to the producers of raw materials.
(b) It saves the valuable and scarce foreign exchange resources of the country.
(c) It induces the domestic processing of semi-finished goods and manufacturing of
finished goods.
The system of mixing quota is, however, is subjected to some objections on the
following grounds:
(a) If the domestic materials, which are required to be used in a fixed proportion along
with imported materials, are of poor quality, there is a danger of deterioration in the
quality of production in the quota-enforcing country.
(b) It causes deviation from the principle of comparative cost advantage and thus
results in inefficiency and higher cost structure.
(v) Licensing of Imports:

The government of a country may prescribe any one of the systems of import quota.
The most crucial aspect of any system of fixation of quota is its administration. For
this purpose, the government may follow the mechanism of issuing licences to
different categories of importers on the basis of specific terms, conditions and norms.
The system of issuing licences for the regulation of imports has the following main
merits:
(a) The licensing authority can have an effective control over the volume of imports.
(b) The system tends to discourage the speculation in foreign exchange.
(c) It does not permit wide fluctuations in prices.
(d) It assures continuous supply of scarce products from abroad and prevents domestic
shortages in a more efficient manner.
(e) This system has a great deal of flexibility and is easily adaptable to changing
situations.
(f) It ensures the economical use of foreign exchange resources of the country.
The system of licensing of imports, at the same time, suffers from certain defects
indicated below:
(a) This system generally favours the established, and prevents the entry of new
importers. Thus the system of licensing of imports tends to encourage the growth of
monopolies in the import trade.
(b) This system promotes bureaucratic corruption, favouritism and nepotism.
(c) Another defect of the system is that it tends to create ‘premium market’ for licences.
Some of the unscrupulous importers transfer their licenses to the others and pocket
substantial amounts of premia. This practice increases greatly the prices of imported
goods and can intensify the inflationary condition within the quota enforcing country.
(d) The licensing tends to make the system more rigid.
(e) It causes concentration of economic power in the hands of small and privileged
groups of established importers.
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EMBARGO

An embargo is a government restriction placed on the import or export of goods,
services, currency, and other values to any other country or state. It can be imposed
both in war and peacetime, covering all aspects of trade and economic activity.
Embargoes can be placed on specific categories of goods, scientific and technical
information, transport and other services, etc.
In modern international relations, an embargo acts as an instrument of economic,
scientific, technical, and financial pressure, aimed at forcing changes in the target
state’s internal and foreign policies.

Imposing an Embargo
The variety of historical and modern cases of establishing an embargo makes it
possible to classify the use of such a policy in foreign trade activities on various
grounds. Embargoes are most often directed at a country or a group of countries. For
example, the embargo can be imposed against a criminal or terrorist organization.
The United Nations provides the possibility of imposing an embargo as a collective
repressive measure against a specific country or countries whose actions pose a threat
to international security. The restrictions may serve as a basis for suspending or
terminating the performance of all or some specific obligations of specific countries,
their organizations, and citizens.
Types of Embargoes
There are several forms of embargoes that can be imposed on a state or country,
including:







A political embargo
An embargo of an economic nature or a trade embargo
An embargo to ensure the national security of the state
An embargo to prevent and respond to disputed questions about the territorial
borders of countries
An embargo imposed to protect the health of the citizens of a state.
An embargo of an environmental nature that are imposed to express a state’s
disagreement with another state’s environmental policy or attitude toward
animals

Some trade embargoes allow the exchange of certain goods, such as food and
medicine, to meet humanitarian needs. Also, most multinational embargoes contain
provisions that allow certain types of exports or imports under a limited set of
restrictions.
Consequences of an Embargo
Embargoes are not violent methods of influence, but they can still harm people and the
economies of the countries involved.
An embargo can block the importation of important goods and services to the civilian
population of the state that is subject to the restriction. In a state that imposes an
embargo, businesses may lose the ability to trade or invest in the state that is subject
to the embargo.
According to the Geneva, Switzerland-based World Economic Forum, the result of
multinational embargoes is never a “zero-sum game.” Relying on the power of a
government, a state with a stronger economy can cause more damage to the target state
than it will suffer in response. However, the punishment does not always lead to a
change in the embargoed government’s political behaviour.
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SUBSIDIES

The government by providing subsidies to the domestic producers grants the policy of
protection to the home industries. Subsidies may be in the form of tax exemption,
development rebate or tax remittance. Sometimes the state may also bear a segment of
the cost of production. Subsidies are provided to the domestic producers when the cost
of production is high and they are not capable of either competing with foreign goods
or selling goods at a cheaper rate.
The government further may also provide export bounties to the exporters in order to
encourage them. Export bonuses or bounties artificially bring down the domestic price
of goods to be exported and as such the exporters can sell them off at low prices in the
foreign market and increase exports. Very often the subsidies and bounties tend to
reduce imports and increase exports and as a consequence cause diversion of resources
from more efficient uses to less efficient uses.
In order to counteract the export subsidies of a foreign government, the importing
country may impose duties and thereby convert the subsidies of the exporting country
into customs revenue for the importing country
1.12

BALANCE OF PAYMENT

Balance of Payment (BOP) is a statement which records all the monetary transactions
made between residents of a country and the rest of the world during any given period.
This statement includes all the transactions made by/to individuals, corporates and the
government and helps in monitoring the flow of funds to develop the economy. When
all the elements are correctly included in the BOP, it should sum up to zero in a perfect
scenario. This means the inflows and outflows of funds should balance out. However,
this does not ideally happen in most cases. BOP statement of a country indicates
whether the country has a surplus or a deficit of funds i.e when a country’s export is
more than its import, its BOP is said to be in surplus. On the other hand, BOP deficit
indicates that a country’s imports are more than its exports. Tracking the transactions
under BOP is something similar to the double entry system of accounting. This means,
all the transaction will have a debit entry and a corresponding credit entry.
Why balance of payment is vital for a country?
A country’s BOP is vital for the following reasons:


BOP of a country reveals its financial and economic status.



BOP statement can be used as an indicator to determine whether the country’s
currency value is appreciating or depreciating.



BOP statement helps the Government to decide on fiscal and trade policies.



It provides important information to analyse and understand the economic
dealings of a country with other countries.

By studying its BOP statement and its components closely, one would be able to
identify trends that may be beneficial or harmful to the economy of the county and
thus, then take appropriate measures.
Elements of balance of payment
There are three components of balance of payment viz. current account, capital
account, and financial account. The total of the current account must balance with the
total of capital and financial accounts in ideal situations.

Current Account
The current account is used to monitor the inflow and outflow of goods and services
between countries. This account covers all the receipts and payments made with
respect to raw materials and manufactured goods. It also includes receipts from
engineering, tourism, transportation, business services, stocks, and royalties from
patents and copyrights. When all the goods and services are combined, together they
make up to a country’s Balance Of Trade (BOT). There are various categories of trade
and transfers which happen across countries. It could be visible or invisible trading,
unilateral transfers or other payments/receipts. Trading in goods between countries are
referred to as visible items and import/export of services (banking, information
technology etc) are referred to as invisible items. Unilateral transfers refer to money
sent as gifts or donations to residents of foreign countries. This can also be personal
transfers like – money sent by relatives to their family located in another country.
Capital Account
All capital transactions between the countries are monitored through the capital
account. Capital transactions include the purchase and sale of assets (non-financial)
like land and properties. The capital account also includes the flow of taxes, purchase
and sale of fixed assets etc by migrants moving out/in to a different country. The deficit
or surplus in the current account is managed through the finance from capital account
and vice versa. There are 3 major elements of capital account:


Loans & borrowings – It includes all types of loans from both the private and
public sectors located in foreign countries.



Investments – These are funds invested in the corporate stocks by nonresidents.



Foreign exchange reserves – Foreign exchange reserves held by the central
bank of a country to monitor and control the exchange rate does impact the
capital account.

Financial Account
The flow of funds from and to foreign countries through various investments in real
estates, business ventures, foreign direct investments etc is monitored through the
financial account. This account measures the changes in the foreign ownership of
domestic assets and domestic ownership of foreign assets. On analysing these changes,
it can be understood if the country is selling or acquiring more assets (like gold, stocks,
equity etc).
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KEYWORDS
Economies of Scale: refer to the cost advantage experienced by a firm when it
increases its level of output.
Capital Intensive: requiring the investment of large sums of money.
Saturation: to a very full extent, especially beyond the point regarded as
necessary or desirable.
Streamlining: make (an organization or system) more efficient and effective
by employing faster or simpler working methods.
Endowment: a quality or ability possessed or inherited by someone
Fluctuation: an irregular rising and falling in number or amount; a variation.
MODEL QUESTIONS
Explain the Classical or Country based theories.
Describe the Product Life Cycle Theory.
State the objectives of Commercial Policy.
Give examples of Non-Tariff Barriers.
Explain in detail “Embargo”.
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2.0

LEARNING OBJECTIVES

After going through this unit, learners will be able to understand:




2.1

Meaning of Foreign Trade Policy and its objectives
WTO: its objectives, organisation structure and functioning
UNCTAD and its functioning
OPEC : Mission, Members, Secretariat and OPEC Fund
FOREIGN TRADE POLICY

The foreign trade policy is essentially a set of guidelines for the import and export of
goods and services. These are established by the Directorate General of Foreign Trade
(DGFT), the governing body for the promotion and facilitation of exports and imports
under the Ministry of Commerce and Industry. The policy is notified for a period of
five years. It is updated every year on March 31, and the changes come into effect from
April 1.While the trade policy covers both imports and exports, its primary objective
is to facilitate trade by reducing transaction cost and time, thereby making Indian
exports more globally competitive. It aims to:








Accelerate economic activity and make the most of global market opportunities
Encourage sustained economic growth by providing access to raw materials,
components, intermediates (goods used as inputs for the production of other
goods), consumables and capital goods required for production
Strengthen Indian agriculture, industry and services
Generate employment
Encourage stakeholders to strive for international standards of quality
Provide quality consumer products at reasonable prices

2.2

OBJECTIVES OF THE FOREIGN TRADE POLICY

Trade enables economic growth and national development. The main aim is not the
mere earning of foreign exchange, but encouraging greater economic activity. The
foreign trade policy of India is based on the following major objectives as follows:
1. To enable substantial growth in exports from India and import to India to boost
the economy.
2. To at least double the percentage share of global merchandise trade conducted
within the next five years.
3. To improve the balance of payment and trade.
4. To act as an effective instrument of economic growth by creating employment
opportunities for the citizens; the larger the expansion of trade activities, the
more the workforce required.
5. To provide for sustainable growth by giving access to essential raw materials
for production and other components, consumables, and capital goods required
for increasing production and providing efficient services.
6. To raise the technological capacity for production and cost-effectiveness of
industry and services, thereby improving their competitive strength in
comparison to other countries, and to encourage the accomplishment of
internationally accepted standards of quality.
7. To provide buyers or clients with high-quality goods and services at globally
competitive rates and quality. ‘Canalization’- an important feature of Foreign
Trade Policy under which specific class of goods can be imported only by
designated agencies.
8. Creation of opportunities by engaging in good and ethical practices.
9. Accelerating the economy from low-level economic activities to high-level
economic activities by making it a globally oriented and vibrant economy
10. To derive maximum benefits from expanding the global market and seizing the
best opportunities available.
11. Making policies that favour ease of doing business and e-governance.
12. To allow for hassle-free transactions for both import and export.
13. Reducing the interference between the exporters and Directorate General of
Foreign Trade by reducing the number of export documents.
14. To allow the import of technology and equipment’s which may help in
achieving better international standards of quality and reduce the cost of
production.
15. Establishing the Advance Licensing System for imported goods needed for
manufacturing various goods for export. An Advance License is issued by the

Directorate General of Foreign Trade to allow duty-free import of inputs,
which are physically integrated with the export product (making normal
allowance for wastage).
16. To allow the import of certain goods as listed in the Open General License; a
kind of export license which is issued by the Government to domestic
suppliers.
2.3

WORLD TRADE ORGANISATION (WTO)

World Trade Organisation (WTO) is an international organization with 164 member
countries and headquarters in Geneva, Switzerland.
The primary purpose of WTO is to reduce trade barriers between nations.
The agreements negotiated and signed by the member countries are an integral part of
WTO. These agreements deal with global rules of trade between member countries.





WTO is a negotiating forum
It is a set of rules to govern international trade
It helps to settle trade-related disputes.
Origin of World Trade Organisation

World Trade Organisation (WTO) was established on 1 Jan 1995. It is a successor to
General Agreement on Tariffs and Trade (GATT) which was in place since 1948.Over
the years GATT evolved through various rounds of negotiations.
The last GATT round was the Uruguay round which lasted from 1986 to 1994. This
Uruguay round of negotiations led to the creation of WTO. The WTO was established
under the Marrakesh Agreement signed in the Uruguay round in 1994.
India is the founding member of WTO. China joined in 2001 and Russia in 2012.As
of 2017, WTO has 164 members and Afghanistan became the 164th member on 29
July 2016.
The core agreements of WTO are:







General Agreement on Tariffs and Trade (GATT)
General Agreement on Trade in services (GATS)
The Agreement on Trade-Related Aspects of Intellectual Property Rights
(TRIPS),
Dispute settlement
Trade policy review.

2.4

PRINCIPLES OF THE WTO AGREEMENTS
1. Non-Discrimination – Non-Discrimination has two aspects: Most favoured
nation (MFN) and National Treatment. Under the MFN, all WTO member
countries should be treated equally, without discrimination. For example- India
decides to lower basic customs duty for imports of iron-ore from China. This
favour will have to be extended to all other countries. National treatment–
Foreign goods and local goods must be treated equally. Freer trade– All trade
barriers should be lowered gradually through negotiations.
2. Predictability – There should be stability and predictability in the trade rules
of a nation.
3. Promoting fair competition
4. Encourage development and economic reforms

The General Council also decides on the appointment of the Director-General of the
Secretariat, currently Roberto Azevêdo a Brazilian diplomat. The Uruguay round of
GATT (1986-93) gave birth to World Trade Organization. The members of GATT
signed on an agreement of Uruguay round in April 1994 in Morocco for establishing
a new organization named WTO.
It was officially constituted on January 1, 1995 which took the place of GATT as an
effective formal, organization. GATT was an informal organization which regulated
world trade since 1948.

Contrary to the temporary nature of GATT, WTO is a permanent organization which
has been established on the basis of an international treaty approved by participating
countries. It achieved the international status like IMF and IBRD, but it is not an
agency of the United Nations Organization (UNO).
Structure:
The WTO has nearly 153 members accounting for over 97% of world trade. Around
30 others are negotiating membership. Decisions are made by the entire membership.
This is typically by consensus.
A majority vote is also possible but it has never been used in the WTO and was
extremely rare under the WTO’s predecessor, GATT. The WTO’s agreements have
been ratified in all members’ parliaments.
The WTO’s top level decision-making body is the Ministerial Conferences which
meets at least once in every two years. Below this is the General Council (normally
ambassadors and heads of delegation in Geneva, but sometimes officials sent from
members’ capitals) which meets several times a year in the Geneva headquarters. The
General Council also meets as the Trade Policy Review Body and the Disputes
Settlement Body.
At the next level, the Goods Council, Services Council and Intellectual Property
(TRIPs) Council report to the General Council. Numerous specialized committees,
working groups and working parties deal with the individual agreements and other
areas such as, the environment, development, membership applications and regional
trade agreements.
Secretariat:
The WTO secretariat, based in Geneva, has around 600 staff and is headed by a
Director-General. Its annual budget is roughly 160 million Swiss Francs. It does not
have branch offices outside Geneva. Since decisions are taken by the members
themselves, the secretariat does not have the decision making the role that other
international bureaucracies are given.
The secretariat s main duties to supply technical support for the various councils and
committees and the ministerial conferences, to provide technical assistance for
developing countries, to analyze world trade and to explain WTO affairs to the public
and media. The secretariat also provides some forms of legal assistance in the dispute
settlement process and advises governments wishing to become members of the WTO.
Objectives:
The important objectives of WTO are:
o To improve the standard of living of people in the member countries.
o To ensure full employment and broad increase in effective demand.
o To enlarge production and trade of goods.
o To increase the trade of services.
o To ensure optimum utilization of world resources.
o To protect the environment.

o To accept the concept of sustainable development.
Functions:
The main functions of WTO are discussed below:
1. To implement rules and provisions related to trade policy review mechanism.
2. To provide a platform to member countries to decide future strategies related to
trade and tariff.
3. To provide facilities for implementation, administration and operation of
multilateral and bilateral agreements of the world trade.
4. To administer the rules and processes related to dispute settlement.
5. To ensure the optimum use of world resources.
6. To assist international organizations such as, IMF and IBRD for establishing
coherence in Universal Economic Policy determination.
List of Directors-General

Table: 2 WTO Ministerial Conference:
Conference

Year

Place

I

9-13 Dec., 1996

Singapore

II

18-20 May 1998

Geneva
(Switzerland)

III

30 Nov.-З Dec., 1999

Seattle (USA)

IV

9-14 Nov., 2001

Doha (Qatar)

V

10-14 Sep., 2003

Cancun (Mexico)

VI

13-18 Dec.. 2005

Hong Kong

VII

30
2009

Geneva
(Switzerland)

Nov-2Dec.,

WTO Agreements:
The WTO’s rule and the agreements are the result of negotiations between the
members. The current sets were the outcome to the 1986-93 Uruguay Round
negotiations which included a major revision of the original General Agreement on
Tariffs and Trade (GATT).
GATT is now the WTO’s principal rule-book for trade in goods. The Uruguay Round
also created new rules for dealing with trade in services, relevant aspects of intellectual
property, dispute settlement and trade policy reviews.
The complete set runs to some 30,000 pages consisting of about 30 agreements and
separate commitments (called schedules) made by individual members in specific
areas such as, lower customs duty rates and services market-opening.
Through these agreements, WTO members operate a non-discriminatory trading
system that spells out their rights and their obligations. Each country receives
guarantees that its exports will be treated fairly and consistently in other countries’
markets. Each country promises to do the same for imports into its own market. The
system also gives developing countries some flexibility in implementing their
commitments.
(a) Goods:
It all began with trade in goods. From 1947 to 1994, GATT was the forum for
negotiating lower customs duty rates and other trade barriers; the text of the General
Agreement spelt out important, rules, particularly non-discriminations since 1995, the
updated GATT has become the WTO s umbrella agreement for trade in goods.
It has annexes dealing with specific sectors such as, agriculture and textiles and with
specific issues such as, state trading, product standards, subsidies and action taken
against dumping.
(b) Services:
Banks, insurance firms, telecommunication companies, tour operators, hotel chains
and transport companies looking to do business abroad can now enjoy the same
principles of free and fair that originally only applied to trade in goods.
These principles appear in the new General Agreement on Trade in Services (GATS).
WTO members have also made individual commitments under GATS stating which
of their services sectors, they are willing to open for foreign competition and how open
those markets are.
(c) Intellectual Property:
The WTO’s intellectual property agreement amounts to rules for trade and investment
in ideas and creativity. The rules state how copyrights, patents, trademarks,
geographical names used to identify products, industrial designs, integrated circuit
layout designs and undisclosed information such as trade secrets “intellectual
property” should be protected when trade is involved.

(d) Dispute Settlement:
The WTO’s procedure for resolving trade quarrels under the Dispute Settlement
Understanding is vital for enforcing the rules and therefore, for ensuring that trade
flows smoothly.
Countries bring disputes to the WTO if they think their rights under the agreements
are being infringed. Judgments by specially appointed independent experts are based
on interpretations of the agreements and individual countries’ commitments.
The system encourages countries to settle their differences through consultation.
Failing that, they can follow a carefully mapped out, stage-by-stage procedure that
includes the possibility of the ruling by a panel of experts and the chance to appeal the
ruling on legal grounds.
Confidence in the system is borne out by the number of cases brought to the WTO,
around 300 cases in eight years compared to the 300 disputes dealt with during the
entire life of GATT (1947-94).
(e) Policy Review:
The Trade Policy Review Mechanism’s purpose is to improve transparency, to create
a greater understanding of the policies that countries are adopting and to assess their
impact. Many members also see the reviews as constructive feedback on their policies.
All WTO members must undergo periodic scrutiny, each review containing reports by
the country concerned and the WTO Secretariat.

2.5
WTO: BUILDING
ECONOMIES

TRADE

CAPACITY

IN

DEVELOPING

Over three-quarters of WTO members are developing or least-developed economies.
All WTO agreements contain special provisions for them, including longer time
periods to implement commitments, measures to increase their trading opportunities
and support to help them build the infrastructure needed to participate in world trade.
A WTO Committee on Trade and Development looks at developing economies’
special needs. Its responsibility includes implementation of the WTO agreements,
technical cooperation and the increased participation of developing economies in the
global trading system.
The Aid for Trade initiative, launched by WTO members in 2005, is designed to help
developing economies build trade capacity, enhance their infrastructure and improve
their ability to benefit from trade- opening opportunities. So far, over US$ 400 billion
has been disbursed to support Aid for Trade projects. A Global Review of the initiative
is held every two years at the WTO’s headquarters.
The Enhanced Integrated Framework (EIF) is the only multilateral partnership
dedicated exclusively to assisting least developed countries (LDCs) in their use of
trade as an engine for growth, sustainable development and poverty reduction. The

EIF partnership of 51 countries, 24 donors and eight partner agencies, including the
WTO, works closely with governments, development organizations, civil society and
academia. The EIF has invested in over 170 projects, with US$ 220 million committed
to supporting the poorest countries in the world.
Another partnership supported by the WTO is the Standards and Trade Development
Facility (STDF), set up to help developing economies meet international standards for
food safety, plant and animal health and access global markets. The WTO houses the
Secretariat and manages the STDF trust fund, which has provided financing of over
US$ 50 million to support projects in low-income economies.
Technical assistance and training
The WTO organizes hundreds of technical cooperation missions to developing
economies annually. It also holds many trade policy courses each year in Geneva for
government officials. Regional seminars are held regularly in all regions of the world,
with a special emphasis on African countries. E-learning courses are also available. In
2019, some 22800 participants benefited from WTO training aimed at improving
understanding of WTO agreements and global trade rules.
2.6

WTO: TRADE NEGOTIATIONS

The World Trade Organization came into being in 1995. One of the youngest of the
international organizations, the WTO is the successor to the General Agreement on
Tariffs and Trade (GATT) established in the wake of the Second World War.
So while the WTO is relatively young, the multilateral trading system that was
originally set up under the GATT is over 70 years old.
The past 70 years have seen an exceptional growth in world trade. Merchandise exports
have grown on average by 6% annually. This growth in trade has been a powerful
engine for overall economic expansion and on average trade has grown by 1.5 times
more than the global economy each year. Total exports in 2019 were 250 times the
level of 1948. The GATT and the WTO have helped to create a strong and prosperous
trading system contributing to unprecedented growth.
The system was developed through a series of trade negotiations, or rounds, held under
the GATT. The first rounds dealt mainly with tariff reductions but later negotiations
included other areas such as anti-dumping and non-tariff measures. The 1986-94 round
– the Uruguay Round – led to the WTO’s creation.
The negotiations did not end there. In 1997, an agreement was reached on
telecommunications services, with 69 governments agreeing to wide-ranging
liberalization measures that went beyond those agreed in the Uruguay Round.
In the same year, 40 governments successfully concluded negotiations for tariff-free
trade in information technology products, and 70 members concluded a financial
services deal covering more than 95% of trade in banking, insurance, securities and
financial information.

In 2000, new talks started on agriculture and services. These were incorporated into a
broader work programme, the Doha Development Agenda, launched at the fourth
WTO Ministerial Conference in Doha, Qatar, in November 2001.
The new work programme included negotiations and other work on non- agricultural
tariffs, trade and the environment, WTO rules on anti-dumping and subsidies, trade
facilitation, transparency in government procurement, intellectual property and a range
of issues raised by developing economies as difficulties they face in implementing
WTO agreements.
Negotiations on these and other topics have resulted in major updates to the WTO
rulebook in recent years. A revised Government Procurement Agreement – adopted at
the WTO’s 8th Ministerial Conference in 2011 – expanded the coverage of the original
agreement by an estimated US$ 100 billion a year.
At the 9th Ministerial Conference in Bali in 2013, WTO members struck the
Agreement on Trade Facilitation, which aims to reduce border delays by slashing red
tape.
When fully implemented, this Agreement – the first multilateral accord reached at the
WTO – will cut trade costs by more than 14% and will lift global exports by as much
as US$ 1 trillion per year.
The expansion of the Information Technology Agreement – concluded at the 10th
Ministerial Conference in Nairobi in 2015 – eliminated tariffs on an additional 200 IT
products valued at over US$ 1.3 trillion per year. Another outcome of the Conference
was a decision to abolish agricultural export subsidies, fulfilling one of the key targets
of the UN Sustainable Development Goal on “Zero hunger”.
Most recently, an amendment to the WTO’s Intellectual Property Agreement entered
into force in 2017, easing poor economies’ access to affordable medicines. The same
year saw the Trade Facilitation Agreement enter into force.
2.7 UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT
(UNCTAD)
Established in 1964 as a permanent intergovernmental body, UNCTAD is the principal
organ of the United Nations General Assembly dealing with trade, investment and
development issues. It is also the United Nations focal point for the least developed
countries.
Main Goal: 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
Membership: 191 member States
Headquarter: Geneva, Switzerland
Secretariat: Secretary-General: Mr. Rubens Ricupero (Brazil), since September
1995,400 staff members

Budget: US$ 45 million a year from the United Nations regular budget and US$ 24
million from extra-budgetary resources.
What does UNCTAD do?


1.

2.

3.

4.

5.

Provides a forum for intergovernmental consensus-building where all member
States interact freely on policy issues concerning trade and development.
 Carries out policy and research analysis, capacity-building activities and
technical cooperation in the following areas:
International Business: promotes the participation of developing countries in
international trade and assists them in their trade negotiations; strengthens servicesector capacities in developing countries; promotes the integration of trade,
environment and development; analyses issues related to competition law and
policy; seeks to reduce commodity dependence through.
Investment, enterprise development and technology: analyses trends in foreign
direct investment and their impact on development; helps countries to promote
international investment and understand the issues involved in international
investment agreements; devises strategies for the development of small and
medium-sized enterprises; identifies policy options and implements capacitybuilding programmes to encourage the use of new technologies.
Globalization and development: researches the broad trends and prospects in the
world economy; proposes effective solutions to the debt problem of developing
countries and to the management of external debt; examines successful
development experiences; contributes to the implementation of the United Nations
New Agenda for the Development of Africa in the 1990s (UN-NADAF)
Services infrastructure, transport and trade efficiency, and human resource
development: facilitates trade through better use of information technologies in
trade-supporting services; carries out capacity-building and training in these areas;
analyses the opportunities developing countries could derive from e-commerce and
e-business practices.
Least developed, landlocked and island developing countries: monitors the
implementation of the United Nations Programme of Action for the Least
Developed Countries (LDCs); analyses the effects of major international initiatives
on the LDCs and assists them in understanding the key issues in multilateral trade
negotiations. As United Nations focal point for the LDCs, UNCTAD has played a
leading role in organizing the three United Nations Conferences on the Least
Developed Countries (Paris 1981 and 1990, Brussels 2001).

All activities take into account the issues of sustainable development, gender and
economic cooperation among developing countries.
How UNCTAD works?

Inter-governmental machinery






The Conference: UNCTAD’s highest policy-making body meets every four
years at ministerial level to formulate policy guidelines and set work priorities.
The last Conference was held in Bangkok, Thailand, in February 2000.
The Trade and Development Board: meets in Geneva once a year in regular
session to review the secretariat’s activities and up to three times a year in
executive session to deal with urgent policy issues as well as management and
institutional matters.
The Board has three Commissions: Commission on Trade in Goods and
Services, and Commodities Commission on Investment, Technology and
Related Financial Issues Commission on Enterprise, Business Facilitation and
Development

The Commissions meet once a year in regular session and may convene up to ten
Expert Meetings a year on specific issues.
2.8 OPEC: ORGANIZATION OF THE PETROLEUM EXPORTING
COUNTRIES
The Organization of the Petroleum Exporting Countries (OPEC) is a permanent,
intergovernmental Organization, created at the Baghdad Conference on September 10–
14, 1960, by Iran, Iraq, Kuwait, Saudi Arabia and Venezuela. The five Founding
Members were later joined by: Qatar (1961) – terminated its membership in January
2019; Indonesia (1962) – suspended its membership in January 2009, reactivated it in
January 2016, but decided to suspend it again in November 2016; Libya (1962); United

Arab Emirates (1967); Algeria (1969); Nigeria (1971); Ecuador (1973) – suspended
its membership in December 1992, reactivated it in October 2007, but decided to
withdraw its membership effective 1 January 2020; Angola (2007); Gabon (1975) terminated its membership in January 1995 but rejoined in July 2016; Equatorial
Guinea (2017); and Congo (2018). OPEC had its headquarters in Geneva, Switzerland,
in the first five years of its existence. This was moved to Vienna, Austria, on
September 1, 1965.
OPEC's objective is to co-ordinate and unify petroleum policies among Member
Countries, in order to secure fair and stable prices for petroleum producers; an
efficient, economic and regular supply of petroleum to consuming nations; and a fair
return on capital to those investing in the industry.
Mission of OPEC
In accordance with its Statute, the mission of the Organization of the Petroleum
Exporting Countries (OPEC) is to coordinate and unify the petroleum policies of its
Member Countries and ensure the stabilization of oil markets in order to secure an
efficient, economic and regular supply of petroleum to consumers, a steady income to
producers and a fair return on capital for those investing in the petroleum industry.
Members of OPEC
The Organization of the Petroleum Exporting Countries (OPEC) was founded in
Baghdad, Iraq, with the signing of an agreement in September 1960 by five countries
namely Islamic Republic of Iran, Iraq, Kuwait, Saudi Arabia and Venezuela. They
were to become the Founder Members of the Organization.
These countries were later joined by Qatar (1961), Indonesia (1962), Libya (1962), the
United Arab Emirates (1967), Algeria (1969), Nigeria (1971), Ecuador (1973), Gabon
(1975), Angola (2007), Equatorial Guinea (2017) and Congo (2018).
Ecuador suspended its membership in December 1992, rejoined OPEC in October
2007, but decided to withdraw its membership of OPEC effective 1 January 2020.
Indonesia suspended its membership in January 2009, reactivated it again in January
2016, but decided to suspend its membership once more at the 171st Meeting of the
OPEC Conference on 30 November 2016. Gabon terminated its membership in
January 1995. However, it rejoined the Organization in July 2016. Qatar terminated
its membership on 1 January 2019.
This means that, currently, the Organization has a total of 13 Member Countries.
The OPEC Statute distinguishes between the Founder Members and Full Members those countries whose applications for membership have been accepted by the
Conference.
The Statute stipulates that “any country with a substantial net export of crude
petroleum, which has fundamentally similar interests to those of Member Countries,
may become a Full Member of the Organization, if accepted by a majority of threefourths of Full Members, including the concurring votes of all Founder Members.”

The Statute further provides for Associate Members which are those countries that do
not qualify for full membership, but are nevertheless admitted under such special
conditions as may be prescribed by the Conference.
OPEC Secretariat
The OPEC Secretariat is the executive organ of the Organization of the Petroleum
Exporting Countries (OPEC). Located in Vienna, it also functions as the Headquarters
of the Organization, in accordance with the provisions of the OPEC Statute.
It is responsible for the implementation of all resolutions passed by the Conference
and carries out all decisions made by the Board of Governors. It also conducts research,
the findings of which constitute key inputs in decision-making.
The Secretariat consists of the Secretary General, who is the Organization’s Chief
Executive Officer, as well as such staff as may be required for the Organization’s
operations. It further consists of the Office of the Secretary General, the Legal Office,
the Research Division and the Support Services Division.
The Research Division comprises Data Services, Petroleum Studies and Energy
Studies departments. The Support Services Division includes Public Relations &
Information, Finance & Human Resources and Administration & IT Services
departments.
The Secretariat was originally established in 1961 in Geneva, Switzerland. In April
1965, the 8th (Extraordinary) OPEC Conference approved a Host Agreement with the
Government of Austria, effectively moving the Organization’s headquarters to the city
of Vienna on September 1, 1965.
OPEC Fund for international development
The OPEC Fund for International Development is a multilateral development finance
institution established in 1976. Its 12 Member Countries are: Algeria, Ecuador, Gabon,
Indonesia, IR Iran, Iraq, Kuwait, Libya, Nigeria, Saudi Arabia, the United Arab
Emirates and Venezuela.
The OPEC Fund is dedicated to improving people’s lives by providing public, private,
and trade sector financing, as well as grants, to support sustainable social and
economic advancement across the globe.
The organization’s efforts strengthen infrastructure and human capacity across interrelated fields such as energy, transportation, agriculture, water and sanitation, health,
and education, in some 135 countries.
The OPEC Fund continuously strives to build on its founding principle of South-South
solidarity, particularly with low-income countries, and by focusing on people and
partnerships, it maximizes development impact in an increasingly complex and
challenging development landscape.
By providing affordable development finance to countries and regions that often find
funds difficult to secure, the OPEC Fund is helping to solve market challenges in a

market-supportive manner, while promoting cooperation with and among more
vulnerable parts of our world.
The OPEC Fund’s resources are comprised of voluntary contributions made by its
member countries and accumulated reserves derived from its decades of operation (i.e.
loan repayments and investments).
All developing countries, with the exception of OPEC Fund or OPEC Member
Countries, are in principle eligible for assistance.
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Sustainable: able to be maintained at a certain rate or level.
Vulnerable: exposed to the possibility of being attacked or harmed, either
physically or emotionally.
Consumables: a commodity that is intended to be used up relatively quickly.
Negotiation: discussion aimed at reaching an agreement.
Intellectual Property: intangible property that is the result of creativity, such
as patents, copyrights, etc.

MODEL QUESTIONS
What is WTO and state its function?
State the objectives of Foreign Trade Policy.
Explain briefly “What does UNCTAD do”?
State the mission of OPEC.
FURTHER REFERENCES
https://www.wto.org/english/thewto_e/history_e/history_e.htm
https://www.cogoport.com/blogs/foreign-trade-policy-2021-2026expectations-for-the-import-export-sector
https://www.opec.org/opec_web/en/about_us/716.htm

