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UNIT-1 CONCEPTS OF TERMS OF TRADE AND THEIR
IMPORTANCE
Structure:
1.0 Learning Objectives
1.1.Introduction
1.2.Meaning of Terms of Trade
1.3.Various Concepts of Terms of Trade
1.3.1 Other Concepts of Terms of Trade
1.4.Importance of Terms of Trade
1.5.Check Your Progress
1.6.Let us Sum Up
1.7.Answers to Check Your Progress
1.8.Model Questions
1.9 Answers to Model Questions
1.10 Key Words
1.11Text Book
1.12 Reference Book

1.0 Learning Objectives

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


Know the meaning of terms of trade



Various classification of terms of trade



Why terms of trade is important for an economy/ country.
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1.1 Introduction
This unit is concerned with familiarizing the student with some basic concepts about
terms of trade, concepts of terms of trade and its importance.
A country's 'terms of trade' are defined as the price of its export commodity divided by
the price of its import commodity.
The various types of terms of trade are net barter terms of trade, gross barter terms of
trade, income terms of trade etc.

1.2 Meaning of Terms of Trade
The Terms of Trade is one of the dimensions of the gains from international trade to a
particular country. The term "terms of trade" was coined by American economist Frank
William Taussig in his book "international trade" published in 1927. The term "terms of
trade" refers to the rate at which a country exchanges import costs for export profits. It
is a comparison of two values, namely, export and import prices. To put it another way,
"terms of trade" refers to the difference between export and import prices. If import
prices rise faster than export prices, the terms of trade become unfavourable to, or even
hostile to, the guardian country, because more exports must be sold abroad to get the
same volume of imports Likewise, if export prices rise faster than import prices, the
country's terms of trade improve.
Because a nation's exports are its trade partner's imports in a two-nation world, the
terms of trade of the latter are the inverse, or reciprocal, of the former.
In a world with numerous (rather than just two) traded commodities, a country's terms
of trade are decided by the ratio of its exports to imports price index. This ratio is often
multiplied by 100 to represent the terms of trade in percentages. These terms of trade
are typically referred to as commodity or net barter terms of trade to distinguish them
from other terms of trade measures. A rise in a country's terms of trade is usually
Odisha State Open University, Sambalpur
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thought to be favorable since the prices it gets for its exports rise relative to the prices it
pays for imports.
Explanation of the Terms of Trade
If country A exports commodity X and imports commodity Y, the terms of trade are
PX/PY. If it export and import many goods, PX would be the index of export prices and
PY would be the index of import prices. If country B exports commodity Y and imports
commodity X, the terms of trade are PY/PX. This is the inverse, or reciprocal, of
country A's terms of trade, and it also equals 1 or 100 (in percentages).
If the terms of trade of country A increase from 100 to 125 over time, country A's
export prices would increase by 25% in comparison to its import prices. This also mean
that the terms of trade of nation B have deteriorated from 100 to (100/125)100 = 80.
We can always set a country's terms of trade to 100 in the base period, permitting us to
compute changes in terms of trade in percentages across time.
Even if nation A's terms of trade increase over time, we can't assume that country A
will be better off as a consequence, or that country B will be worse off as a result of its
terms of trade deteriorating. Changes in a country's terms of trade are the result of a
variety of forces at work in that country and throughout the world, and we can't simply
assess a country's impact on its welfare by looking at the terms of trade.

1.3 Various Concepts of Terms of Trade
Several concepts of terms of trade such as net barter, gross barter, income, single
factoral and double factoral terms of trade are given by different authors.
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Net Barter Terms of Trade
Frank William Taussig popularised the concept of net barter terms of trade in the
modern world. Jacob Viner coined the term ‘commodity terms of trade’ to describe this
concept.
It's calculated as the ratio of export to import prices. It can be written as
TC = PX/PM
Where, TC = Net barter terms of trade or Commodity terms of trade,
PX = Price of export goods,
PM = Price of import goods.
The index numbers of export and import prices are used instead of the prices of
individual commodities when the net barter terms of trade are to be applied to more
than one export and import commodity and the changes in terms of trade over a given
period are to be computed. In these circumstances, the net barter terms of trade can be
calculated as follows:
Tc= (PX1/PX0)/ (PM1/PM0)
where, PX1 and PX0 are the export price indices of the current year and base year
respectively.
PM1/PM0 are the import price indices of the current year and base year respectively.
It is often accepted that strengthening a country's commodity trade terms enhances its
economic well-being. The sale of domestically produced commodities at higher export
prices and the purchase of foreign-made goods at lower prices are thought to improve
well-being. It is commonly assumed that maximization of net barter terms of trade
correlates to maximization of welfare. This isn't always the case, though. If a country's
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export function is more elastic, an increase in export price will result in a considerable
drop in export volume and revenue.
Similarly, if the import function is more elastic, a reduction in import pricing will result
in a considerable increase in both the quantity imported and the amount spent on
imports. Even if commodity terms of trade are favourable, a decrease in export profits
paired with a rise in import spending will result in a decrease in welfare.
As a result, Haberler believes that a country's terms of trade should be optimised rather
than maximised. When export and import prices are set at levels that maximise export
earnings while minimising import spending, the terms of trade are optimised. The best
terms of trade, in his perspective, are completely consistent with welfare maximisation.
Gross Barter Terms of Trade
A ratio of a country's total physical quantities of imports to its entire physical quantities
of exports is known as the gross barter term of trade. Given the preceding description,
the gross barter terms of trade for certain commodities can be calculated at any given
moment using the formula:
TG = (QM/QX) × 100
Where, TG is gross barter terms of trade,
QM is aggregate quantity of imports, and
QX is the aggregate quantity of exports.
The bigger the magnitude of TG over 100, the better the gross barter terms of trade. It
indicates that in exchange for the same amount exported to other countries, the country
can import more from abroad. If TG is less than 100, it indicates that a country's gross
barter terms of trade are unfavorable, and it may import fewer goods from abroad for
the same amount of exports. When evaluating changes in terms of trade between two
periods including a large number of commodities, the gross barter terms of trade are a
ratio of indices of amounts imported and exported.
Odisha State Open University, Sambalpur
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In this situation, the gross barter terms of exchange are as follows:
TG= (QM1/QM0) /(QX1/QX0)
The quantity indices of imports in the current year (1) and the base year (0) are QM1
and QM0 respectively. The quantity indices of exports in the current year (1) and the
base year (0) are QX1 and QX0, respectively.
Income Terms of Trade
G.S. Dorrance and H. Staehle developed the concept of income terms of trade. This
idea is a step forward from net barter terms of exchange. It considers export and import
price indices, as well as the export quantity index. The product of net barter terms of
trade and the quantity index of exports determines the income terms of trade.
TI= PX/PM.QX
Where, TI is the income terms of trade
PX is the index of export price
PM is the index of import prices
QX is the export quantity index.
Increased income terms of trade means a country may import more items in return for
its exports, and vice versa. The income terms of trade, according to Jacob Viner,
indicate a country's 'capacity to import.'
1.3.1 Other Concepts of Terms of Trade
Single Factorial Terms of Trade
The ratio of the export price index to the import price index, adjusted for changes in the
productivity of a country's factors of production engaged in the production of export
commodities, is known as the single factorial terms of trade. The single factorial terms
of trade index is stated as follows:
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TsF = (PX/PM). Zx
Where, TsF = Single factorial terms of trade
PX/PM is the net barter terms of trade
Qx is the index of factor productivity in exports
It measures “how much quantity of imports can be obtained per unit of factor input
used in the production of exportable”.
Double Factoral Terms of Trade
The idea of double factoral terms of trade takes into consideration the productivity of
domestic elements of production as well as the productivity of foreign factors of
production that produce the country's imports.
It can be symbolically expressed as follows:
TDF =Double factoral terms of trade

QM= index of factor productivity in imports
QX= index of factor productivity in exports
PX = Price index of exports
PM = Price index of imports
TD =(PX/PM). (QX / QM)

Real Cost Terms of Trade
Multiplying the single factorial terms of trade with the index of the amount of disutility
per unit of the useful resources used to produce exports yields the real cost terms of
trade.
It can be symbolically written as
TRC=TS.RX
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= (PX/PM). Qx . RX
Where, TRC is the real cost terms of trade
RX is an indicator that measures the degree of disutility experienced per unit of
productive resources used to produce exports.
Utility Terms of Trade
The utility terms of trade are calculated by multiplying the real cost terms of trade by
an index of the relative appeal or utility of imports as compared to goods that could
have been produced for domestic consumption using the same factors of production
that are now used to produce export goods (UM).
It can be stated as
TU = (PX / PM). Qx. RX.UM
Where TU is the utility Terms of Trade

1.4 Importance of Terms of Trade

The term of trade and economic development have a two-way interaction. The
temperament and degree of a country's economic development are influenced by trade
terms. The rate of economic development, on the other hand, has an impact on trade
terms. A country's development is aided by improving terms of trade, but a country's
economic development is harmed by deteriorating terms of trade. Changes in consumer
patterns, technology, factor supply, factor prices, and the competitive and monopolistic
features of market structure are all expected to occur as economic development
progresses. All of these changes have an impact on commodity pricing and, as a result,
terms of trade. In a country's economic development, an improvement in terms of trade
is viewed as a positive factor, while a decline in terms of trade is viewed as a negative
factor.
Odisha State Open University, Sambalpur
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1.5 Check Your Progress
Q 1: State whether the following statements are true (T) or false (F).
(a) The commodity terms of trade are the ratio between export price and import
prices. (T/F)
(b) The product of gross barter terms of trade and the quantity index of exports
determines the income terms of trade. (T/F)
Q 2: Explain net barter terms of trade . (Answer in about 30 words).
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________

1.6 Let us Sum Up
Terms of trade refers to the rate at which a country exchanges import costs for export
profits. In this chapter the terms of trade is discussed in brief. The explanation of terms
of trade in this unit is supplemented by suitable examples of, various types of Terms of
Trade and their Formulas for calculation. Further, this unit also focuses on the
Importance of Terms of Trade for the economic development.
The ratio of export to import prices is called as net barter terms of trade.
A ratio of a country's total physical quantities of imports to its entire physical quantities
of exports is known as the gross barter term of trade.
The product of net barter terms of trade and the quantity index of exports determines
the income terms of trade.
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1.7 Answers To Check Your Progress
Ans to Q No 1: (a) True (b) False
Ans to Q No 2: Net barter terms of trade are the ratio of export to import prices. It can
be written as: TC = PX/PM, Where, TC = Commodity terms of trade or net barter terms of
trade, PX = price of export goods, and PM = price of import goods.

1.8 Model Questions
A. Short Questions (Answer each question in about 150 words)
Q 1: Briefly discuss the concept of net barter terms of trade.
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
Q2: Explain the concept of gross barter terms of trade.
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
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______________________________________________________________________
______________________________________________________________________
Q3: What are income terms of trade?
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
Q4. Discuss the importance of terms of trade.
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________
______________________________________________________________________

1.9 Answers to Model questions
Q1. Refer to Section 1.4
Q2. Refer to Section1.4
Q3. Refer to Section1.4
Q4. Refer to Section 1.5
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1.10 Key Words

Net Barter Terms of Trade:

The ratio between export prices to import
prices is called Net barter Terms of Trade.

Income Terms of Trade:

The product of net barter terms of trade
and

the

quantity

index

of

exports

determines the income terms of trade.
Terms of Trade:

It is a relationship between the export
prices of a Country and the prices paid for
its imports.

1.11 Text books
Mannur H. G ( Recent Edition) International Economics, Vikash Publishing

1.12 Reference books
SalvatoreDominick, InternationalEconomics,WileIndia.
SoderstenBoandReedJ, InternationalEconomics, McMillanPublisher
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UNIT 2: DOCTRINE OF RECIPROCAL DEMAND – OFFER
CURVE TECHNIQUE; GAINS FROM TRADE
Structure:
2.0 Learning Objectives
2.1 Introduction
2.2 Meaning of Reciprocal Demand
2.3 Doctrine of Reciprocal Demand
2.4 Offer Curve Technique
2.5 Gains from Trade
2.6 Check Your Progress
2.7 Let us Sum Up
2.8 Answer to Check Your Progress
2.9 Model Questions
2.10 Further Readings
2.11 Text Book
2.12 Reference Book

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


Know the meaning of reciprocal demand



Offer curve technique



What are gains from trade

2.1 Introduction
This section aims to familiarise the student with some basic some basic concepts about
reciprocal demand, offer curve and gains from trade.
The relative strength and elasticity of demand for each other's products in terms of the
two trading countries' own products is referred to as reciprocal demand.
Odisha State Open University, Sambalpur

Page 13

2.2 Meaning Of Reciprocal Demand

Reciprocal demand refers to the relative strength and elasticity of demand for each
other's products in terms of the two trading countries' own products. J.S Mill proposed
the idea of reciprocal demand to explain how equilibrium terms of trade are
determined. The equations of reciprocal demand determine the equilibrium terms of
trade.

2.3 Doctrine Of Reciprocal Demand

Mill’S theory of reciprocal demand
To explain how equilibrium terms of trade are determined, J.S Mill proposed the idea
of reciprocal demand, sometimes known as the law of international values. A stable
exchange rate will be decided at a level where the value of each country's imports and
exports is at equilibrium. In Mill’s own words, “The actual ratio at which goods are
traded will depend upon the strength and elasticity of each country’s demand for the
other country’s product, or upon reciprocal demand. The ratio will be stable when the
value of each country’s exports is just enough to pay for its imports”.
Mills’s theory is supported on the following assumptions:
i.

Full employment;

ii.

Perfect competition;

iii.

Free trade;

iv.

Free mobility of factors of production;

v.

Appropriateness of the theory of comparative cost;

vi.

Two commodities & two country model.

Ellsworth has figured up Mill’s theory of reciprocal demand in the following manner:
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i.

The feasible range of barter terms is determined by each country's domestic
terms of trade as determined by comparative efficiency.

ii.

The actual terms within this range are determined by each country's demand
for the other's goods.

iii.

Finally, only those barter terms will remain constant at which each country's
exports are just enough to cover the imports it seeks.

Mill's idea of reciprocal demand is diagrammatically illustrated in figure 2.1 in terms of
Marshall's offer curve.
Figure 2.1: Offer Curve

The horizontal axis represents country A's production of X, while the vertical axis
represents country B's production of Y. The offer curve for country A is OA. It displays
how many units of X country A will give up in exchange for a certain amount of Y.
Similarly, OB is nation B's offer curve, which illustrates how many times of Y country
B is willing to forego in exchange for a certain amount of cloth. The equilibrium point
E, where the two offer curves OA and OB intersect, is where nation A trades OX of
commodity X for OY of commodity Y of country B. The slope of the line OT is equal
to the rate at which X is traded for Y.
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2.4 Offer Curve Technique

To analyze a country's trade equilibrium, the Offer Curve, or more precisely, the Trade
Offer Curve of a country is used. The trade offer curve shows how much of one
commodity one country is ready to give up in return for a certain amount of another
commodity. The offer curve depicts the varying amounts of a specific commodity
desired by one country versus another at different relative prices. Because of this, the
offer curve is often referred to as the reciprocal demand curve. Marshall and Edge
worth were the first to introduce the notion of offer curve.
To derive the offer curve, let us assume that there are two countries X and Y. The
exportable commodity of country X is wheat (and importable of Y) , while plastic is the
exportable commodity of Y(and importable of X). Under constant cost conditions, the
offer curve of nation X can be determined as shown in figure. 2.2 if the price of wheat
continues to rise relative to the price of plastic.
Figure 2.2: Offer curve of country X

In the figure 2.2, wheat (X's exportable) is measured on the horizontal axis, while
plastic (X's importable) is measured on the vertical axis. The slope of the line OR
originally reflected the price ratio of two commodities. The slope of the price-ratio line
Odisha State Open University, Sambalpur
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or international exchange ratio line becomes steeper when the price of wheat rises
relative to the price of plastic, as illustrated by the lines OR1, OR2, and OR3. The
demand for wheat in nation Y decreases as the price of wheat grows faster than the
price of plastic.
Country X, on the other hand, can soak up more plastic at a rising rate. If K, K1, K2,
and K3 are the points of exchange, the quantities exchanged between X and Y are OL
of wheat and RL of plastic at K, OL1 of wheat and K1L1 of plastic at K1, OL2 of
wheat and K2L2 of wheat at K2, and OL3 of WHEAT and K3L3 of plastic at K3.
The increased quantities of wheat supplied by country X decrease in the amount of
plastic that is exchanged. the offer curve OA of country X can be determined by
connecting K, K1, K2, and K3. It is sloping upwards at an increasing rate. Figure 2. 3
illustrates the derivation of country Y's offer curve.
Figure 2.3: Offer curve of country Y.

Wheat (Y's importable) is measured along the horizontal axis, while plastic (Y's
exportable) is measured along the vertical axis in Fig. 2.3. The sharpness of the price
ratio lines reduces as the price of plastic rises relative to the price of wheat. The priceratio lines are OR, OR1, OR2, and OR3. Because the price of plastic has been rising at
a faster rate, demand for it in country X may rise at a declining rate.
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Given certain amounts of wheat offered by X, the incremental quantities of plastic
offered by country Y turn out to be less and less. The amounts provided are OL, OL1,
OL2, and OL3 of plastic for the quantities of wheat KL, K1L1, K2L2, and K3L3,
respectively, if exchange takes place at K, K1, K2 and K3 points on the price ratio lines
OR, OR1 OR2 and OR3. The offer curve OY of country Y can be calculated by
connecting the points K, K1, K2, and K3. From the perspective of country Y, this offer
curve similarly slopes positively, but at a decreasing rate from the perspective of
country X.
Elasticity of Offer Curve
H.G. Johnson was the first to craft the term "elasticity of offer curve." The ratio of
proportionate change in imports to proportionate change in exports is used to calculate
the elasticity of the offer curve.
Elasticity = Proportionate change in imports/ Proportionate change in exports
= (ΔM/M)/ (ΔX/X)
Where, M represents imports
X represents exports

2.5 Gains from Trade
Meaning
Gains from trade are the net profits to economic agents who are permitted to engage in
involuntary trading with one another. They are, in practical terms, the increase in the
addition of consumer and producer surplus as a result of decreased tariffs or other trade
liberalization. Economists have looked at the benefits of trade from many perspectives.
Gains from trade, according to classical economist, resulted from increasing production
and specialization.
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The gains from trade, according to Jacob Viner, were determined by classical
economist in terms of
a. A rise in the national income,
b. Cost disparity in comparative costs, and
c. Terms of trade.
However, the modern theorists believed that the gains from trade are due to exchange
and specialization.
The following are several approaches to the notion of gains from trade and its
measurement:
(i) Adam Smith’s Doctrine:
The benefits of international trade, according to Adam Smith, come in the form of
higher product value and improvements in each trading country's productive capacity.
International trade results in the export of a good that is in lower demand in the
domestic market and the import of a commodity that is in high demand. It allows each
trade country to obtain the highest welfare and earn the most money from its exports.
There is optimal allocation of productive resources when each country specializes in
the production of the commodity in which it has a cost advantage. Specialization, when
combined with expanded division of labor, lowers costs and expands the market for
each trading country. As a result, international trade helps to enhance global output and
welfare.
(ii) Ricardo-Malthus Doctrine:
Ricardo considered gain from trade to be an objective set up. Based on his principle,
specialization in production and trade based on the comparative costs concept leads in
resource or cost savings. Every country can raise the 'sum of enjoyments' while also
increasing the 'mass of commodities' by obtaining goods from other countries at a lower
cost.
Odisha State Open University, Sambalpur
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David Ricardo says “The advantage to both places is not that they have any increase in
value but with the same amount of value they are both able to consume and enjoy an
increased quantity of commodities.”." Malthus had stated similar ideas to Adam Smith
in this regard. According to him, the benefit of trade is “the increased value, which
results from exchanging what is wanted less for what is wanted more.” The
international exchange on this premise raises “exchangeable value of our possession,
our means of enjoyment and our wealth.” Ronald Findlay used figure 2.4 to show the
Ricardo-Malthus approach to gains from trade.
Figure 2.4: The Ricardo-Malthus approach to gains from trade

The production possibility curve under constant cost conditions is PQ before trade in
Figure 2.4. Let us assume that the production takes place at L. When this country
engages in trade, the international exchange ratio line switches to P1Q, and output of
two commodities, X and Y, shifts to R. If the labor input increases to the point where
the production possibility curve switches to P2Q2, production at point R will be
plausible. The gain from trade will be calculated by QQ2/OQ.
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(iii) J.S. Mill’s Doctrine:
The Ricardian model had a significant flaw in that it couldn't clarify how gains from
trade were distributed across trading countries. J.S. Mill endeavored to examine both
the gains from trade and their distribution among trading nations. He highlighted the
concept of reciprocal demand, which is defined as the ratio of quantity imported to
quantity exported by a specific country and dictates terms of trade. The terms of trade
determine how the profits from trade are shared among the trading partners.
Assume that two units of labor in country A can produce 10 units of X and 10 units of
Y, resulting in a domestic exchange ratio of 1 unit of X = 1 unit of Y. In country B, 2
units of labor can generate 6 units of X and 9 units of Y resulting in a domestic
exchange ratio of 1 unit of X = 1.5 unit of Y. Domestic exchange ratios establish the
parameters within which the actual exchange rate or terms of trade are defined.
The real rate of exchange of two commodities is determined by reciprocal demand, or
the strength of the elasticity of demand of the two trading countries for each other's
products. The terms of trade will be nearer to the local exchange ratio i.e. 1 unit of X =
1 unit of Y, if country A's demand for good Y is less elastic. In this situation, terms of
trade will favour country B and be detrimental to country A.
For country B, the gain will be greater than for country A. If B's demand for
commodity X is less elastic, on the other hand, the terms of trade will be closer to B's
local exchange rate i.e. 1 unit of X equals 1.5 unit of Y. In this circumstance, the terms
of trade will be favorable to country A and disadvantageous to country B. Country A
will receive a higher proportion of the gains from trade than country B. Figure 2.5
shows how the Marshall-Edgeworth offer curve can be used to explain the distribution
of gains from trade.
Figure 2.5: Marshall-Edgeworth offer curve- distribution of gains from trade.
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OS and OR are the domestic exchange ratio lines of country A and B, respectively, in
fig. 2.5 Country A's offer curve is OA, whereas country B's offer curve is OB. The
exchange occurs at K, where the two offer curves intersect. Country An imports KL
amount of Y and exports an OL amount of X. At P, (QM/QX) = (KL/OL) = Slope of
Line OK, which is the terms of trade for country A. The terms of trade is more
favourable to country A and less favourable to country B as the line OK approaches
OR. On the other hand, as the line OK approaches the line OS, the nation A domestic
exchange ratio line, the terms of trade move against country A and favour country B.
Before trading NL units of Y for OL units of X, Country A was willing to exchange. It
receives KL units of Y in exchange for OL units of X after the trade. As a result, out of
the total gain from trade of MN, the gain from trade for country A equals KL – NL =
KN units of Y. Before trading, ML units of Y were swapped for OL units of X in the
instance of country B. Though, after the trade, it will simply have to give up KL units
of Y in order to import OL units of X. As a result, this country's gain from trade is ML
– KL = MK units of Y. As the point of exchange P approaches the line OR, country A's
share of the gain from trade increases while country B's decreases, and the other way
round.
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(iv) Taussig’s Doctrine:
Taussig argued that the gains from international trade might be realized in the form of
increased income for the trading country. As the export expands as a result of trade,
employers begin to offer greater wages in order to accommodate more workers in this
sector. This results in an increase in money wages in other industries, which would
otherwise result in a buildup of inefficiency. It denotes a broad increase in monetary
earnings. A elevated level of income as a result of trade allows a country's citizens to
make larger purchases of both domestically produced and imported items, resulting in
increased welfare.
(v) Modern Doctrine:
The modern perspective emphasizes that international trade delivers two types of
benefits: gains from exchange and from specialisation. These amount to the gains from
international trade. When trade begins, consumers are more satisfied, partially due to
expansions in terms of trade and partly due to more specialisation in the utilization of
the country's economic assets.
Gains from Trade for Large and Small Country
According to H.R. Heller, given constant opportunity cost and unchanged terms of
trade, the large country obtains no benefit from trade, while the small country receives
the entire benefit.
Static and Dynamic Gains from Trade
The gains from international trade are of two types, i.e. (1). Static Gains from Trade
and (2) Dynamic gains from trade.
The static gains from trade are as under:
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(a) Increase in Production
According to classical economics, international trade based on the principle of
comparative cost advantage ensures the benefits of international specialization and
division of labor. The trading countries' potential productive resources are optimally
employed, resulting in enhancement of production not just for the individual trading
countries, but also for the entire world.
(b) Augment in Welfare
Because of the vast global demand for products, international trade leads in increased
production of consumable items in both the home country and the foreign country.
Consumer product quality also improves as a result of specialization. As more
affordable consumer goods of higher quality become more widely available, people's
well-being improves. “The extension of international trade”, argued Ricardo, “very
powerfully contributes to increase the mass commodities and, therefore, the sum of
enjoyments.”
(c) Increase in National Income
The expansion of output in trading countries is a result of international specialization.
People are being offered an increasing number of job opportunities. The growth of
output and employment results in an increase in the trading countries' national income.
(d) Vent for surplus
International trade, according to Adam Smith, leads to the most efficient use of a
country's productive resources. It develops the ability to produce surplus of items that
can be easily sold on the international market. As a result, the vent for surplus is also a
benefit of international commerce.
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2. Dynamic Gains from Trade
The following are the primary dynamic gains from international trade
(a) Technological Development
International trade fosters technological and scientific ideas and advances as producers
in all countries strive to create production processes that reduce costs while increasing
output. Trade allows advanced technologies to be transferred from developed to
developing countries. Also trade spreads new ways of creating and organizing
production to local economies.
(b) Better Competition:
Trade fosters competition, causing producers in all nations to enhance product quality
and secure production at the lowest possible cost. International competition encourages
the competence of all industries in trading nations.
(c) Expanding of Market
The size of the market grows as a result of international trade. It encourages producers
to increase their scale of production, investment volume, and employment. As a result,
the trading countries' manufacturing frontiers can be continuously increased.
(d) Augment in investment
There is a significant stimulus to investment when demand for domestically produced
items rises as a result of foreign trade. The increase of the export industry leads to the
expansion of various related ancillary sectors, producing an increasing number of
investment opportunities. In the export sector of the economy, there has also been a
significant increase in foreign direct investments.
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(e) Efficient use of resources
International trade makes it possible to employ productive resources more efficiently.
Due to rising demand in international markets, the exploitation and usage of resources
that were previously regarded economically unviable become economically viable.
(f) Stimulus to growth
Production for export and increased imports of commodities cause a sequence of
changes in the economic system, which eventually has a stimulating effect on overall
growth in trading countries. Not only does trade encourage the expansion of export
businesses, but it also encourages the expansion of infrastructure and the services
sector.

2.6 Check Your Progress

Q 1: State whether the following statements are true (T) or false (F).
(a) Reciprocal demand refers to the relative strength and elasticity of supply for each
other's products in terms of the two trading countries' own products. (T/F)
(b) The benefits of international trade, according to Adam Smith, come in the form
of higher product value and improvements in each trading country's productive
capacity. (T/F)
(c) According to H.R. Heller, given constant opportunity cost and unchanged terms
of trade, the large country obtains no benefit from trade. (T/F)
Q2. Explain offer curves. (Answer in about 30 words).
.............................................................................................................................................
.............................................................................................................................................
.............................................................................................................................................
.............................................................................................................................................
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..........................................…………………………………….………………….……..
………………………………………… . . . . . . . . . . . . . . . . . . . …….. . …. .

2.7 Let us Sum Up

In this unit we discuss mainly the Reciprocal demand curve and Gains from trade. In
the initial phase of this unit we discuss the meaning of Reciprocal demand curve and
also offer curve with suitable examples in a graphical model. Later we describe several
doctrines of Gains from Trade and the doctrine of Reciprocal demand curve like
modern doctrine, Tausing doctrine and so on. Gains from Trade for Large and Small
Country as well as Static and dynamic gains from trade are also explained briefly in
later part of the same unit.

2.8 Answers to Check Your Progress
Ans to Q No 1: (a) False (b) True (c) True
Ans to Q No 2: The trade offer curve shows how much of one commodity one country
is ready to give up in return for a certain amount of another commodity. The offer curve
depicts the varying amounts of a specific commodity desired by one country versus
another at different relative prices.

2.9 Model Questions
A. Short Questions (Answer each question in about 150 words)
Q1. Briefly explain the concept of reciprocal demand.
Q2. Discuss offer curve.
Q3. Distinguish between static and dynamic gains from trade.

2.10 Further Readings
Mannur H. G ( Recent Edition) International Economics, Vikash Publishing
Sodersten Bo and Reed J, InternationalEconomics, McMillanPublisher
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2.11 Text Book
Mannur H. G ( Recent Edition) International Economics, Vikash Publishing

2.12 Reference Book
SalvatoreDominick, InternationalEconomics,WileIndia.
SoderstenBo andReedJ, InternationalEconomics, McMillanPublisher
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UNIT-3: TARIFFS AND QUOTAS – THEIR IMPACT IN
PARTIAL

EQUILIBRIUM

ANALYSIS

AND

GENERAL EQUILIBRIUM ANALYSIS
STRUCTURE:
3.0. Learning Objectives
3.1. Introduction
3.2. Tariffs and quotas – Their impact in partial equilibrium analysis
3.3. General Equilibrium analysis of tariff
3.3.1. General Equilibrium Analysis of Tariff in a Small Country
3.3.2. General Equilibrium Analysis of Tariff in a Large Country
3.4. The concept of optimum tariff
3.5. Check Your Progress
3.6. Let us Sum Up
3.7. Answers to Check Your Progress
3.8. Further Reading
3.9. Model Questions

3.1. Learning Objectives
After going through this unit, the learners will be able to know:


The meaning of tariffs and quotas



The impact of tariff and quota in partial equilibrium analysis



What is general equilibrium analysis of tariff



What is optimum Tariff.

Odisha State Open University, Sambalpur

Page 29

3.2. Introduction
This section aims to familiarise the student with some basic some basic concepts about
Tariffs and quotas, their impact in partial equilibrium analysis; general equilibrium
analysis of tariff, and the concept of optimum tariff.
For both economic and non-economic cause, governments of various nations must
interfere in international trade. The term 'protection' is used to explain such
intervention. Protection refers to the government's policy of shielding domestic
industries from foreign competition. Various tools or mechanisms of protection are
used to increase exports or decrease imports. We're talking about approaches that limit
imports in this case.
There are a variety of ways to follow the principle of protection. Tariffs and quotas are
the most essential forms of protection. A tariff is an import tax. It is usually imposed by
the government on a specific commodity's imports. Quota, on the other hand, is a
quantitative restriction. It imposes physical restrictions on commodity imports. It
specifies the maximum amount of goods that can be imported in a given period of time.

3.3. Tariffs and quotas – Their impact in partial equilibrium analysis
In terms of partial equilibrium or demand-supply approach, we may now compare
tariffs and quotas. The tariff effect is depicted in Figure 3.1. SS represents the domestic
supply curve, while DD represents the demand curve. At point M, the demand and
supply curve intersects. The autarky price, also known as the pre-trade price, i.e. PT. If
trade is free, PW is supposed to be the international price that would prevail. A country
produces OQ but consumes OQ1 at the international price PW, thus the country imports
QQ1.
Figure 3.1: Various Effects of tariff and quotas
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Effects of Tariff
If a country applies a tariff of t per unit on its imports, the price of the good will
immediately jump to Pt by the tariff amount. After the price hike, consumers buy less
since the tariff increases the price. Now, consumption is shifting from OQ1 to OQ3.
This is known as the consumption effect of tariff. The output effect, also known as the
protective effect, is the second effect. Because higher prices encourage producers to
create more, tariffs enhance domestic production from OQ to OQ2. The third effect is
the import-reducing effect.
Imports decrease from QQ1 to Q2Q3 as tariffs are imposed or tariff rates are raised. The
fourth effect is called as the revenue effect, which is received by the Government. The
government's revenue is calculated by multiplying the amount of imports by the tariff,
or the area E'F'HG. It is a consumer to government transfer. If a tariff amount to T was
imposed, however, the price would have risen to RT. As a result, imports would be
reduced to zero. Such tariffs that are prohibitively high are referred to as a situation of
prohibitive tariff.
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Effects of Quota
Quotas are analogous to tariffs. In fact, the same diagram can be used to explain the
effect. The primary distinction is that quotas limit quantity, whereas tariffs control
prices. As a result, a quota is a quantitative restriction imposed on imports. If an Q2Q3
(Fig 3.1) import quota is enforced, the price will increase to RT because total supply
(domestic output plus imports) equals total demand at that price. Domestic production,
consumption, and imports would be equal to those of the tariffs as a consequence of
this quota.
As a result, the output effect, consumption effect and import restrictive effect of tariff
and quotas are identical. The only change is in the revenue aspect. Tariffs create
revenue for the government, whereas quotas generate no revenue for the government.
The producers and the fortunate importers who manage to obtain the scarce and
expensive import reap all of the benefits of quotas. Quotas are different from tariffs in
this circumstance. If import licenses are auctioned off to importers, however, the
government will make revenue from the auction. Under these conditions, quotas and
tariff are the same.
Effects of Tariffs under Partial Equilibrium
While a small country imposes a tax on the import of a product that competes with a
small domestic industry's product, the tariff has no effect on international prices (due to
the country's small size) or on the rest of the economy (as the industry is small). In such
circumstances, the partial equilibrium analysis of a market for a certain product is the
largely suitable.
Assumptions:
The effects of tariffs in a partial equilibrium analysis can be studied on the basis of the
following assumptions:
(i) The demand and supply curves for a specific commodity are affected by the home
country's import tariffs.
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(ii) The supply and demand curves are constant.
(iii) There is no change in customer preferences, prices for other goods, or consumer
income.
(iv) There are no technical advancements, externalities, or other variables that cause
cost conditions to alter.
(v) The home country imposes no tariffs on the import of materials required for the
production of the given commodity.
(vi) Perfect substitutes for both imported and domestically manufactured goods
(vii) The commodity's foreign price remains unchanged.
(viii) There are no transportation costs.
(ix) The commodity's foreign supply curve is perfectly elastic.
(x) Commodity production of commodity becomes more expensive.
In a partial equilibrium approach, Kindelberger stated eight effects of tariff.
These are as follows:
i. Protective or Production Effect
ii. Consumption effect
iii. Revenue effect
iv. Redistribution effect
v. Terms of trade effect
vi. Competitive effect
vii. Income effect
viii. Balance of Payments (BoP) effect.
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i.

Protective or Production Effect

The tariffs may have been imposed to defend domestic businesses from foreign
competition. As tariffs contain the flow of foreign products, the home producers find an
opportunity to increase the domestic production of import substitutes. Ellsworth
referred to this as the import-substitution impact when describing the protective or
production effect of tariffs.
To examine the production and other effects diagrammatically, the world supply of the
given commodity is assumed to be perfectly elastic such that it is obtainable at the
constant price. The domestic production of the commodity follows an increasing cost.
The domestic supply curve is thus, positively sloped. As is customary, the commodity's
domestic demand curve slopes downward.
In fig. 3.2, the horizontal axis represents supply and demand, and the vertical scale
represents price. The domestic supply and demand curves for the specified commodity
are denoted as D and S, respectively. The pre-tariff price is OP, and initially PR
represents the world supply curve of the good. Domestic supply is represented as OQ
and demand is OQ1 at the price OP. The import of the good from abroad fills the QQ1
gap of supply and demand. If imports are subject to a PP1 per unit tariff, the price
increases to OP1, and the world supply curve changes to P1R1. At this higher price,
domestic supply increases from OQ to OQ3, but domestic demand declines from OQ1 to
OQ2.
As a result, domestic output of import alternatives increases by the same amount as
QQ3. This is the protective, production or import substitution effect. There is less
demand for imported goods i.e. from QQ1 to Q2Q3 which is due to expansion in
domestic production.
Figure 3.2: Various Effects of tariff and quotas
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If the per unit tariff were PP2, which would have resulted in a price increase to OP2,
domestic production would have increased sufficiently to satisfy all domestic demand.
Imports would have decreased to zero in this scenario.
ii.

Consumption Effect

A particular commodity's import tariff has the impact of lowering consumption as well
as overall consumer satisfaction. At the free trade price OP, the total consumption was
OQ1, as shown in fig. 3.2. It was made up of QQ1's consumption of goods produced
abroad and OQ's consumption of goods produced at home country. When prices
increases to OP1 with the application of tariffs, consumption decreases from OQ1 to
OQ2. Out of it, OQ3 represents the consumption of goods produced domestically, while
Q2Q3 represents the consumption of goods produced in foreign countries. As a result,
consumption decreases by OQ1 – OQ2 = Q1Q2. Consumer satisfaction has decreased by
PLHP1( net loss). The trade effect is what Kindelberger refers to as the total of the
protective and consumption effects. Following the implementation of tariffs, the
amount of global trade decreased from QQ1 to Q2 Q3.
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iii.

Revenue Effect

The government receives revenue or income from the imposition of import duties. The
revenue effect is represented by the tax revenue received. The original price OP in Fig.
3.2 does not include any tariffs, and the government does not get any revenue.
Therefore, when PP1 per unit tariff is implemented, the government's revenue receipts
can be calculated by multiplying PP1 (or BF) per unit tariff by the quantity imported in
Q3Q2 or (EF). As a result, the revenue receipts attributable to tariffs equal PP1 Q3Q2 =
GJ KJ = GHKJ. This is the effect of tariff.
iv.

Redistribution Effect

On the one hand, the introduction of tariffs lowers consumer’s satisfaction, but on the
other, it gives domestic producers higher producer's surplus or economic rent and
revenues to the government. Therefore, a tariff has a redistributive effect in the country
that imposes it. Figure 3.2 can be used to illustrate the redistributive effect.
Loss in Consumer’s Surplus = MLP – MHP1 = PLHP1
Gain in Producer’s Surplus = NGP1 – NIP = PIGP1
Gain in Revenues to the Government = GHAJ
Net Loss = PLHP1 – (PIGP1+ GHAJ)= ΔGIJ + IHKL
This net loss is known "deadweight loss" owing to tariff by Kindelberger . It denotes
the cost of tariff. It is obvious that tariffs lead to a redistribution of income or
satisfaction in the given nation. Producers and the government are the gainers, but
consumers are the looser.
v.

Terms of Trade Effect

According to traditional theory, tariffs improved the terms of trade for the countries that
imposed tariff. However, according to the modern theorists, the elasticities of demand
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and supply of the products of the two trading nations determine the terms of trade that
follow the implementation of tariffs.
The implementation of a tariff is unlikely to enhance the terms of trade for the country
imposing the tariff if the foreign supply of a good is perfectly elastic or if the foreign
suppliers are prepared to supply the product at a constant price. Depending on the
elasticity of demand and supply in the two trading countries, the implementation of a
tariff may have diverse impacts on the terms of trade of the country imposing the tariff
if the foreign supply of goods are not perfectly elastic.
vi.

Competitive Effect

An infant industry that would otherwise be unable to compete with foreign competitors
can flourish due to the implementation of tariffs. The domestic infant industry discovers
potential to expand behind the protective shield since tariff makes the foreign product
considerably more expensive. As a result, the industries of the country imposing the
tariffs are more competitive. If the infant industry is ready to take on overseas
competition, tariffs may be eliminated. The competitive effect is the increase in
domestic industries' ability to compete as a result of tariffs. However, there is concern
that protection leads to inefficiency and encourages the promotion of monopolies.
Kindelberger stated that “...if foreign competition is kept out by tariff the domestic
industry tends to become sluggish, fat and lazy.” According to him, “…The competitive
effect of a tariff is really an anti-competitive effect; competition is stimulated by tariff
removal.”
vii.

Income Effect

The demand for imported goods declines as a result of tariffs. The money saved from
not purchasing imported goods can either be saved or used to purchase domestically
produced goods. A shift in spending from imported to domestically produced items will
increase output, employment, and income if there is excess productive capacity in the
home country. Instead, if the money is saved instead of spending on imported goods,
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more capital will be accumulated. The productive capacity and income of the country
imposing tariffs can be increased through the financing of investment through more
saving.
viii.

Balance of Payments Effect

When a nation imposes a tariff on imported goods, domestically produced goods
become comparably less expensive than the imported goods. The price effect brought
on by the tariff increases both domestic output and domestic consumption while
simultaneously reducing imports from other nations. As a result, the home country's
deficit in its balance of trade decreases. In this regard, significant doubts is expressed
that tariffs may fail to reduce the imbalance in the balance of trade. Even though the
price of imported goods increased as a result of the levying of the tariff, if the demand
for imports in the country imposing the tariff is inelastic, tariff may not lower the
volume of imports.
Second, if an export surplus is the root cause of the balance of trade imbalances,
imposing a tariff will only make matters worse rather than make it better. Thirdly, a
tariff may, at most, result in a temporary correction of the disequilibrium of
international payments. Through tariff limits, the basic disequilibrium in the balance of
payments cannot be changed.

3.4. General Equilibrium analysis of tariff
The impacts of tariffs on consumption, production, trade, and welfare are examined in
the general equilibrium analysis. When a nation imposes a tariff, not just a particular
product or sector is impacted, rather almost every sector of the economy are affected
until the economic system finds a new equilibrium state. In this context, Kindelberger
remarked that a tariff is “…likely to alter trade, prices, output and consumption, and to
reallocate resources, change in factor proportions, redistribute income, change
employment and alter the balance of payments.”
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The general equilibrium analysis of tariff is made from the perspective of a small and a
large country.
3.4.1. General Equilibrium Analysis of Tariff in a Small Country
For the individual consumers and producers in the small tariff-imposing country, the
domestic price of the importable good will increase by the whole amount of the tariff.
However, there will be no change in the commodity's international price. When
analyzing how a tariff affects welfare, the price differential between the importable
good for individual producers and consumers and the importing nation as a whole is
significant.
Assumptions
The following assumptions are made to conduct a general equilibrium analysis of tariff
in the case of a small country.
i.

Trade occurs between nation A and B, two different nations.

ii.

A is the home nation is which is considered to be small.

iii.

Two commodities wheat and plastic are being exchanged between the countries.

iv.

Plastic is an importable commodity while wheat is an exportable one.

v.

Because nation A imposed a tariff on importable commodity plastic, domestic
producers and consumers had to pay the full amount of the tariff to import
plastic.

vi.

The world price of plastic is unaffected.

vii.

The government spends the revenues it receives through tariffs to subsidies
public necessities like education and healthcare etc.

The production and consumption effects of tariff upon country A can be analyzed
through Figure 3.3.
Figure 3.3 depicts the effects of tariff on the production and consumption in country A.
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Figure 3.3: Effects of tariff

The production possibility curve for the two commodities, wheat and plastic is shown
in figure 3.3 as BB1. In the absence of international trade, the point of consumption and
production equilibrium is G. P0P0 is the line representing the international exchange
ratio under free trade, and K is the production equilibrium point. On the community
indifference curve I2, the consumption equilibrium point E1 is located. In this instance,
country A exports KL of wheat while importing Q1L of plastic. The international
exchange ratio line is P1G, which is parallel to the initial international exchange ratio
line P0P0, if tariffs are imposed but international commodity prices remain the same.
When country A produces a significant amount of plastic (an importable good) locally,
the production equilibrium now moves to country B. This is the production or
protective effect of tariff. The international exchange ratio line P1G becomes tangent to
a lower community indifference curve I1, and the consumption equilibrium moves from
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Q1 to Q2. It demonstrates how the welfare of the small country that imposes tariffs has
decreased. The consumption impact of the tariff is indicated by the change in the
consumption point from Q1 to Q2. Following tariffs, the nation exports GH worth of
wheat and buys Q2H worth of plastic.
Therefore, the import tariff has negative impacts in the event of a small country that
imposes tariffs. Firstly, a tariff fails to enhance the terms of trade for the home country
A because the prices of the commodities traded are unaltered at the global level.
Second, despite increasing domestic production of import substitutes, the diversion of
resources from the production of wheat, in which the country had comparative
advantage and specialization, demonstrates resource misallocation and resulting loss to
country A. Thirdly, the loss of welfare for the country imposing the tariffs is indicated
by the shift of the consumption equilibrium to a lower community indifference curve.
Fourthly, a country that imposes tariffs sees a decrease in both imports and exports. The
volume of trade declines, harming not only the country imposing tariffs but also for the
rest of the world.
3.4.2. General Equilibrium Analysis of Tariff in a Large Country
If the tariff-imposing nation is large, the lowered demand for imports following the
application of the tariff may decrease the global demand for the good to such an extent
that the price of the importable good decreases. In such a scenario, the decline in
import prices relative to export price changes the international price ratio and improves
the terms of trade of

large country imposing tariff. Figure 3.3 can be used to show

how tariffs affect production, consumption, and terms of trade. The international
exchange ratio line shifts to P2G, which is steeper than the exchange ratio line P0P0 or
P1G, if tariffs cause a decrease in the price of importable commodity, plastic relative to
the price of exportable commodity.
Production reaches equilibrium at G, while consumption reaches equilibrium at Q3,
where P2G tangents the higher community indifference curve I3. The large tariffOdisha State Open University, Sambalpur
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levying nation A imports Q3H worth of plastic and exports GH worth of wheat. A
larger import to export ratio suggests that the terms of trade have improved for country
A, which imposes tariffs. Due to the shift in the production equilibrium from K to G,
the production or protective impact manifests as an increase in domestic production of
importable commodity plastic. Although a country's A is better off due to favorable
consumption and terms of trade effects, less wheat is produced, which undoubtedly
results in resource misallocation and less specialization in production.
Despite a decrease in specialisation and a resource shift toward the production of
import-substitutes, the consumption equilibrium's shift to the highest community
indifference curve I3 indicates a gain in welfare. This is the benefit of consumption
effect. In the case of a larger tariff-levying nation, the terms of trade are improved since
import prices are down in relation to export prices. This is the benefit of terms of trade
effect. Therefore, despite the fact that international trade has decreased, imposition of
tariffs by a large country makes it a net benefactor of the policy of tariffs.

3.5. The concept of optimum tariff
The study that a large importing country may benefit from imposing a tariff, together
with the obvious result that it must lose from a tariff that eliminates trade, suggests that
there must be some tariff that maximizes its welfare gain. This is referred to as the
optimum tariff. The optimum tariff is the one that maximises the difference between the
terms trade gain and dead weight loss. Other things being equal, a small tariff will
result in a small terms of trade gain per unit of imports, but over a large volume of
imports; on the other hand, it will result in a slight increase in the price of the good and
a small decrease in imports, resulting in a small dead weight loss.
As a result, we should anticipate a net gain from imposing a small tariff. A high tariff,
on the other hand, will result in a significant terms of trade gain per unit bur over a
limited volume of trade, but a huge price increase over a large decline in trade and
therefore a large dead weight loss, implying that a high tariff will result in a net loss.
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Certainly, once the tariff is raised to the point where there is no trade, all of the gains
from trade described in figure 3.4 must have vanished, the importing country is back to
its autarky level of welfare, and there must have been a drop in welfare relative to free
trade.
Figure 3.4: The effect on welfare

Figure 3.4 depicts the effect of increasing the tariff on the welfare of the importing
country. Initially, when the tariff rises, so does welfare. When the tariff is adjusted to its
optimum level, welfare reaches its maximum.

Further increase in tariff decreases

welfare until we approach the prohibition tariff, which must provide the autarky level
of welfare, which is lower than that produced by free trade. Tariff increases over the
prohibitive tariff level will not lower welfare any further.
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3.6. Check Your Progress
Q 1: State whether the following statements are true (T) or false (F).
(a) A tariff is an import tax. (T/F)
(b) A shift in spending from imported to domestically produced items will decrease
output, employment, and income if there is excess productive capacity in the
home country. (T/F)
Q2. What is optimum tariff? (Answer in about 30 words).
.............................................................................................................................................
.............................................................................................................................................
.............................................................................................................................................
.............................................................................................................................................
.............................................................................................................................................
................................................................................................... .........................................

3.7. Let us Sum Up
Tariff is usually imposed by the government on a specific commodity's imports.
Quota is a quantitative restriction. It imposes physical restrictions on commodity
imports.
In a partial equilibrium approach, Kindelberger stated eight effects of tariff. These are
as follows:
i. Protective or Production Effect
ii. Consumption effect
iii. Revenue effect
iv. Redistribution effect
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v. Terms of trade effect
vi. Competitive effect
vii. Income effect
viii. Balance of Payments (BoP) effect.
The optimum tariff is the one that maximises the difference between the terms trade
gain and dead weight loss.

3.8.

Answers to Check Your Progress

Ans to Q No 1: (a) True (b) False
Ans to Q No 2: The optimum tariff is the one that maximises the difference between the
terms trade gain and dead weight loss. The optimum tariff for a small economy that
cannot influence global prices in the markets in which it trades is zero.

3.9 Model Questions
A. Short Questions (Answer each question in about 150 words)
Q1. Write the difference between tariff and quota.
Q2. What is an optimum tariff.
B. Long Questions (Answer each question in about 500 words)
Q1. Explain the partial equilibrium analysis of tariff and quota.
Q2. Discuss the general Equilibrium analysis of tariff.

3.10 Key Words
Tariff:

A Tariff is a tax which is levied on an imported goods by the foreign
country.
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Quota:

A Quota is a Government trade restriction that limits the number or
monetary value of goods that a country can import or export during a
particular period of time.

Optimum

It is the rate that unilaterally maximizes a country’s welfare and is

Tariff:

given by the inverse elasticity of foreign export supply as
determined by optimal monopsony pricing.
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4.2.3 IMF Quotas
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4.0 Learning Outcomes
After studying this module, you shall be able to


Know how IMF and World Bank was set up



Learn the functions of IMF and World Bank



Identify the members and their contribution



Evaluate the present international monetary system with the past



Analyze the current situation with respect to India.

4.1 Introduction
The International Monetary Fund (IMF) & the World Bank are the institutions in the United
Nations system. These both were created in a summit at Bretton Woods, New Hampshire, United
States in July, 1944. The conference was aimed to create a framework for economic cooperation
and development that would lead to a more stable and prosperous global economy and any major
event like Great Depression could be averted. Both institutions are considered to be an important
milestone in international economic co-operation. Keeping the central goal in mind, both
institutions do keep evolving according to new economic changes.
IMF’s mandate: IMF also known as the “Fund” ensures the stability of the international
monetary system, to keep the system of exchange rates and international payments stable that
enables countries to deal with one another. To uphold stability and avoid crises, IMF reviews the
policies of its member country and national, regional, global economic & financial developments
through a formal system known as surveillance. IMF provides its member countries the required
funds they need to correct balance of payments problems. IMF loans are short as well as medium
term and these loans are funded from the collection of quota contributions that its members make
available. The staff at IMF is primarily economists with extensive experience in macroeconomic
& financial policies who provides technical assistance and training to help member countries
make stronger their ability to design and put into practice effective policies.
World Bank’s mandate: World Bank since its commencement in 1944 at Bretton Woods, has
expanded from one institution IBRD to five. Its mission evolved from the International Bank for
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Reconstruction and Development (IBRD) as catalyst of development and reconstruction after the
war to the current-day mandate of worldwide poverty alleviation in coordination with other four
affiliates by offering financial and technical support to help countries reform specific sectors or
put into operation specific projects—for example, build schools, health centers, provide water &
electricity, fight disease & protect the environment.

4.2 IMF
The IMF and the World Bank have their founding fathers as John Maynard Keynes and Harry
Dexter White. The role of IMF is to promote economic growth at the global level through
international trade and lead towards financial stability. The IMF currently has a membership of
188 countries. In April 2012, IMF was joined by Republic of South Sudan, becoming the
institution's 188th member.
4.2.1 Objectives of IMF
As stated in the Articles of Agreement, the following are the objectives of IMF:
1. To promote cooperation in international monetary system.
2. To facilitate spreading out and balanced growth of international trade thereby leading to
higher employment levels, real income and development of member countries.
3. To maintain exchange arrangements in order among members and to avoid exchange
depreciation in a competitive manner.
4. To expand trade by the elimination of restrictions to foreign exchange.
5. Provide funds to its member countries so that they can deal with the deficits in their balance of
payments.
Through these objectives, IMF tries to lessen the time period of disequilibrium in international
transactions between member countries.
4.2.2 IMF and subscriptions
The membership clause of the fund provides that any country can become a member if:
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The country is willing to become a member of the World Bank
The country is willing to pay subscriptions
Starting from the initial membership of 31 countries in 1945, it now has 188 countries. Every
member must agree to pay a subscription. The subscription is based on the quotas.
4.2.3 IMF Quotas
Mostly the amount for IMF loans are pooled in by the member countries through the payment of
quotas. Each member of the IMF is provided with a quota amount when it joins the IMF. The
quota is assigned according its comparative position in the world economy. The quota of a
member country determines its maximum financial obligation to the IMF, its voting power, and
has an impact on its access to IMF financing.
The current quota formula is a weighted average of GDP (weight of 50%), openness (30%),
economic variability (15%), and international reserves (5%). For this reason, GDP is measured
through a blend of GDP, based on market exchange rates (weight of 60%)—and on PPP
exchange rates (40%).
The denomination of Quotas is the Special Drawing Rights (SDRs), which is the IMF’s unit of
account. The largest member of IMF is US, having a current quota of SDR 42.1 billion which is
about $65 billion whereas, the smallest member in IMF is Tuvalu, with a current quota of SDR
1.8 million which is about $2.78 million.
A member's quota subscription determines the maximum amount of financial resources the
member is obliged to provide to the IMF. When a member joins the Fund, it needs to pay the
subscription in full: up to 25 percent must be paid in SDRs or generally accepted currencies
(such as the U.S. dollar, the yen, the pound sterling or the euro), while the rest can be given in
the member nation's own currency.
The quota also determines a member's voting power to quite an extent in IMF decisions. The
IMF votes of each member are made of basic votes plus one extra vote for each SDR 100,000 of
quota. The number of basic votes are now fixed at 5.502 percent of total votes from the 2008
reform.
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The maximum amount of financing a member can obtain from the IMF is based on its quota. A
member can borrow up to 200 percent of its quota annually and 600 percent cumulatively.
However, access may be higher in exceptional circumstances.
4.2.4 IMF Conditionality
When a country borrows from the IMF, its government agrees to adjust its economic policies to
rise above the problems that brought the economy to a situation where it had to look for financial
help from the international community. These loan conditions are necessary because they are
there to ensure that the country will be able to repay the Fund so that the resources can be made
available to other members in need as well.
Lending by the IMF always involves policy conditions. IMF conditionality majorly focused on
macroeconomic policies, till the 1980s. Subsequently, the intricacy and reach of structural
conditions improved, indicating the IMF’s growing concern in low-income and transition
countries, where economic stability and growth was hampered by structural problems.
The guiding principles on conditionality were revised in 2002 following a comprehensive
review. In March 2009, the IMF further restructured its conditionality framework in the context
of an allinclusive reform to build up its capacity to avoid and find solutions to the crises.
4.2.5 Liquidity of IMF (Special Drawing Rights)
The IMF tries to keep its resources in liquid form. However, the Fund has resources in gold also.
IN 1969, through an amendment IMF introduced Special Drawing Rights (SDR).
The Special Drawing Rights is an international reserve asset, formed by the IMF in 1969. This
was formed to further enhance the official reserve of the member countries. The SDR's value is
based on a basket of four main international currencies and it can be exchanged for freely usable
currencies.
To begin with, SDR’s value was kept equal to 0.888671 grams of fine gold- which was equal to
1 US dollar at that point of time. Today it consists of the pound sterling, euro, Japanese yen,
pound sterling, & U.S. dollar. The calculation of its value is done by taking the sum of specific
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amounts of the four basket currencies valued in U.S. dollars, on the basis of exchange rates
announced at noon every day in the London market.
Under its Articles of Agreement, the IMF may allocate SDRs to member countries in proportion
to their IMF quotas.
4.2.6 IMF and the developing countries and its future
If we see IMF in the evolving global financial system from the perspective of developing
countries, there is a consensus on certain issues such as the scope and purposes of its lending
operations that IMF should continue to provide all its members, including the poorest, and that
its resources should be available for solving the financial crises as well as for providing help with
macro-level relevant structural reforms. But on various other issues, there still remain substantial
differences between industrial and developing country views, including on the extension of IMF
surveillance to cover the adherence of international principles and codes. The modalities of the
involvement of private sector in solving the crisis, with special reference to the development of
arrangements in the international sphere are still unsettled to a large extent. The opening up of
capital account and the choice of exchange rate regimes are two interconnected areas in which
there are conflicting international perspectives. The scope and content of IMF conditionality
raises the issue of how to reconcile it with the significance of assuring country ownership.
Developing country perspectives are budding in all these areas, especially on the issue of privatesector participation in financial crisis deterrence. However, the preference in general is for a
rules-based framework rather than a case-by-case framework. There are four areas of immense
significance to developing nations where the international debate has always been muted or has
been largely absent in the recent literature: these relate to the scrutiny over, and synchronization
of, the macroeconomic policies of the three principal international currency issuers; the
relationship of international & regional arrangements; the allocation of voting power in both IMF
and the international system generally, and the future progression of the international reserve
system.
4.2.7 India and the IMF
India joined the IMF on December 27, 1945, as one of the IMF's founding members. While India
has not been a frequent user of IMF resources, IMF credit has been instrumental in helping India
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respond to emerging balance of payments problems on two occasions. In 1981-82, the borrowing
amount by India was SDR 3.9 billion under an Extended Fund Facility, the largest collection in
IMF history at the time. In 1991-93, the borrowing amount by India borrowed was a total of
SDR 2.2 billion under two standby arrangements, and in 1991 it borrowed SDR 1.4 billion under
the Compensatory Financing Facility. India has not taken any financial assistance from the IMF
from 1993. All the loans taken from International Monetary Fund have been completed repayed
on 31 May, 2000.
In IMF, the ex-officio Governor on the Board of Governors is the finance ministers. RBI
Governor is the alternate Governor at the IMF. Currently Dr. Rakesh Mohan, an Executive
Director represents India at the IMF who represents three other countries as well, viz.
Bangladesh, Sri Lanka and Bhutan.
In the 2010 Fourteenth General Review of Quotas, India’s total quota increased from SDR
5821.5 million to SDR 13,114.4 million. With this increase, India’s share would increase to 2.75
% (from 2.44%), which is the 8th largest quota in the IMF. Though, if voting share is considered,
India (along with its constituency countries Viz. Bangladesh, Sri Lanka and Bhutan) is ranked
17th in the list of 24 constituencies at the Executive Board.
India has received technical assistance in a number of areas in the last few years from the Fund,
including the development of the government securities market, foreign exchange market reform,
public expenditure management, tax and customs administration, and strengthening statistical
systems. Indian officials have been provided with trainings in national accounts, tax
administration, balance of payments compilation, monetary policy, and other areas by the IMF
since 1981.

4.3 World Bank
The IBRD, popularly known as the World Bank, was created because of the deliberations of the
United Nations Monetary and financial Conference held at Bretton Woods. The World Bank was
set up on 25th December, 1944. It is like a cooperative, made up of 188 member countries. The
member countries, who are the shareholders, at the World Bank, are represented by a Board of
Governors, who are the definitive policymakers. Mostly, it is the minister of finance or the
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minister of development who becomes the governor of the member countries. The two major
goals to be achieved by the World Bank Group for the world by 2030:
1. End acute poverty by decreasing the percentage of people living on less than $1.25 a day
to no more than 3%
2. Promote shared prosperity by fostering the income growth of the bottom 40% for every
country.
The World Bank is an important source of financial and technical assistance to the emerging or
developing economies around the world. It makes available low-interest loans, interest-free
credits, and grants to these economies. These bears for a wide array of investments in important
areas such as education, health, public administration, infrastructure, financial and private sector
development, agriculture, and environmental and natural resource management.
4.3.1 Functions of World Bank
The following are the key objectives/functions/issues taken up by the World Bank:
1. Assist in reconstruction and development of its member countries
2. Increased transparency and access to Information - The World Bank offers a mounting
range of free, easy-to-access tools, research and knowledge to address the world's
development challenges.
3. Increased participation and say - World Bank is reforming to improve the voice and
representation of developing and transition countries in the Bank Group, with an
additional Board seat for Sub-Saharan Africa. World Bank is also reforming to increase
the voting power of developing countries to 50 percent at least over the time.
4. Promote accountability & good governance
5. Improving Risk Management- A major effort is underway to reform the Bank’s
investment lending model so that it responds better to borrowers’ needs and a changing
global environment.
6. Promote foreign private investment
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4.3.2 Membership and Organization
To become a member of the Bank, under the IBRD Articles of Agreement, a country must first
join the International Monetary Fund (IMF). The members of IMF automatically become the
members of the World Bank and so there are presently 188 members. If a country resigns from
the Fund, it can no longer remain a member of the Bank.
The organizations in the World Bank Group are mostly owned by the governments of its member
countries, which have the ultimate decision-making power within the organizations on all
matters, including policy, financial or membership issues.
The Boards of Governors and the Boards of Executive Directors of the member nations govern
the World Bank Group. They normally meet at least twice a week to oversee the Bank's business,
including approval of loans and guarantees, new policies, the administrative budget, country
assistance strategies and borrowing and financial decisions. These bodies make all major
decisions for the organizations. The meeting of the board of directors in the World Bank Group
is chaired by the President Jim Yong Kim and he is responsible for overall management of the
Bank as well. The President is selected by the Board of Executive Directors for a five-year,
renewable term.
4.3.3 Institutions of World Bank
There are five organizations in the World Bank which are as follows:
1. The International Bank for Reconstruction and Development (IBRD) –was developed in
1944 as the original institution of the World Bank Group. IBRD aims to reduce poverty
in middle-income countries and creditworthy poorer countries by focusing on sustainable
development through loans, guarantees, risk management products, and analytical &
advisory services. IBRD raises most of its funds from the financial markets all around the
world and is one of the most established borrowers from 1947 when it first issued bonds.
The income that IBRD has generated income over the years which has allowed for
development activities of the fund and to guarantee its financial strength, which makes it
possible for it to be able to borrow at low cost and give clients good borrowing terms.
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2. The International Development Association (IDA) –IDA provides the funds for the
poorest section of the society, by the World Bank. Set up in 1960, IDA aims to reduce
poverty by offering loans & aids for programs that promotes economic growth, decrease
inequalities and leads to improvement in living conditions of its people. IDA is one of the
largest sources of assistance for the world’s 82 poorest countries, 40 of which are in
Africa. It is the single largest source of donor funds for the basic social services in these
countries.IDA gives credit money on concessional terms. Generally, IDA charges very
nominal or no interest at all and the repayments can be stretched over 25-40 years, which
also includes a 5-10 years of grace period. IDA also makes available grants to economies
which are at high risk of debt distress.
3. The International Finance Corporation (IFC) - IFC is the top most global development
institution with all its focus entirely on the private sector. It helps developing economies
accomplish sustainable growth by financing investment, mobilizing capital in
international financial markets, and providing advisory services to businesses and
governments.
4. The Multilateral Investment Guarantee Agency (MIGA) – MIGA was set up in 1988 to
encourage foreign direct investment into developing economies to sustain economic
growth, reduce poverty, and improve living standard of its people. MIGA fulfills this
mandate by providing political risk insurance or guarantees to investors & lenders. From
the time it’s established in 1988, MIGA has given out more than $28 billion in political
risk insurance for projects in a large variety of sectors, covering all regions of the world.
Its association is available to all IBRD members.
5. The International Centre for Settlement of Investment Disputes (ICSID) – ICSID was set
up under the ICSID Convention which is a multilateral treaty formulated by the
Executive Directors of the IBRD (the Bank). It initially started on March 18, 1965 with
signatures but came into force from October 14, 1966. The Convention aimed to
eliminate major obstructions to the free international flows of private investment posed
by non-commercial risks and the nonexistence of expert international methods for settling
the disputed investments.
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4.3.4 World Bank and Developing Countries
World Bank has made sincere efforts to secure assistance for developing countries, since its
inception. In its recent meeting in 2014, World Bank announced that it would nearly double its
potential lending to the middle-income countries like China, India and Brazil, which adds around
100 billion dollars in the capacity to finance in the coming decade. The bank intends to increase
its lending without asking its members for new contributions.
4.3.5 World Bank and India
India’s partnership Strategy for the period 2013-2017 by the World Bank group will support
India set the foundations for achieving “faster, sustainable, and more inclusive growth” as
provided in the government’s 12th five year plan. The World Bank Group has planned to provide
help to India with an integrated package of financing, advisory services & knowledge. An
important feature of the new strategy is the major shift in support towards low-income and
special category states, where mostly poor and disadvantaged people of India live. This is the
institution’s first country level strategy to put precise goals in order to reduce poverty and
increase prosperity of its poorest people.
This new strategy proposes a lending program of $3 - $5 billion every year over the next five
years. 60% of the credit will go to state government funded projects. Half of this i.e., 30% of
total lending, will be given to low-income or special category states, increased from 18% of
lending during the previous strategy.
The Bank’s India strategy provides a situation in which India improves the inclusiveness of the
economic growth to that which is achieved by its best-performing states. This would reduce the
levels of poverty from 29.8% in 2010 to 5.5% of the population by 2030 and increase the share
of population above the threshold where they are at risk of falling back into poverty to 41.3%
from 19.1%.

4.4 IMF and the World Bank
The World Bank and the fund share the same goal of improving living standards of their
member countries. The fund focuses on macroeconomic issues and the World Bank focuses on
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long-term economic development and poverty reduction, thus in this way the approaches to the
goals are complementary.


The Managing Director of the IMF and the President of the World Bank gather on a
regular basis to discuss on most important issues.



When a country’s general economic condition is assessed by IMF, it provides inputs to
the Bank’s assessments of potential development projects or reforms. Similarly, Bank
advice on structural and sectoral reforms is taken into account by the IMF in its policy
advice.



World Bank & the fund works together to trim down the external debt burdens of the
most heavily indebted poor countries.



Since 2004, the Fund and the Bank have worked collectively on the Global Monitoring
Report (GMR), which assess progress needed to achieve the UN Millennium
Development Goals (MDGs).



The World Bank and the fund are also working together towards making financial sectors
in member countries tough and well regulated.

4.5 Summary


IMF and World Bank, both were established at Bretton Woods in 1945.



IMF also known as the “Fund” ensures the constancy of the international monetary
system, to keep the system of exchange rates and international payments stable that
makes it possible for nations to deal with one another.



India is one of the founding members of IMF and IMF credit has been instrumental in
helping India act in response to rising balance of payments problems.



The IMF members automatically happen to be the members of the World Bank and so
there are at the moment 188 members in both institutions.



World Bank has evolved as a catalyst for development and reconstruction after the war to
the current mandate of worldwide poverty alleviation.



World Bank as one organization works with the help of five institutions: IBRD, IFC,IDA,
MIGA and ICSID.
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World Bank has helped India set the basic structure for achieving “faster, sustainable, and
more inclusive growth”.



The fund and the World Bank share the same goal of improving the standard of living of
people of its member nations. And also their approaches to these goal are
complementary.

4.6 Text Book
Mannur H. G ( Recent Edition) International Economics, Vikash Publishing

4.7 Reference Books
SalvatoreDominick, InternationalEconomics,WileIndia.
SoderstenBo andReedJ, InternationalEconomics, McMillanPublisher
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UNIT-5: WORLD TRADE ORGANISATION (WTO)
Structure:
5.0 Learning Outcomes
5.1 objectives
5.2 Introduction
5.3 Principles of Trading System
5.4 World Trade organization- some agreement
5.5 Organizational Structure
5.6 Ministerial Conference
5.7 Arguments in favor of WTO
5.8 Arguments Against WTO
5.9 Summary
5.10 Text Book
5.11 Reference Books

5.0 Learning Outcomes
After completing this module the students will be able to:


Understand the meaning and history of WTO.



Understand the function and objective of World Trade Organisation.



Understand the principle of WTO.



Understand the WTO Agreement.



Understand the Ministerial conference of WTO .

5.1 Objectives
1. To explain the meaning of WTO.
2. To explain the objective and function of foreign trade.
3. To state the principle of WTO.
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4. To discuss the some WTO agreement.
5. To explain the structure of WTO.
6. To discuss the Ministerial conference of WTO

5.2 Introduction
The General Agreements on Tariffs and Trade, known as the GATT, It is 1/3 of the Bretton
Woods system that was created after second World War to guarantee a stable trade and economic
world environment. The International Monetary Fund (IMF) and World Bank are the other 2
bodies of the Bretton Woods system. While often referred to as international organization, the
General Agreements on Tariffs and Trade had a "de facto" role as an international organization
before the creation of the World Trade Organization (WTO). The WTO World Trade
Organization was established on January 1, 1995 by the Final Act of the Uruguay Round of
negotiations. The World Trade Organization (WTO) is one of the international organizations
dealing with the rules of trade between nations. WTO agreements negotiated and signed by the
world’s trading nations and ratified in their parliaments. The main goal of WTO is to help
producers of goods and services, exporters, and importers who conduct their business.
Born in 1995, but not so young
The WTO (World Trade Organization) began life on January 1995, but its trading system is more
than half a century older. Since 1948, (GATT) had provided the rules for the system. The last
and largest GATT round, was the Uruguay Round which lasted from 1986 to 1994 and led to the
WTO’s (World Trade organization) creation. Whereas GATT had mainly deal with trade in
goods, and now cover the trade in services, and in traded inventions, creations and designs.
Objectives of WTO
1) Promote Trade flows by encouraging nations to adopt predictable trade and non
discriminatory policies.
2) Establish procedures for settlement of trade dispute among member.
3) Taking positive steps to ensure that secure a better share of growth in world trade.
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4) Raising standard of living and income expanding production and full employment, and
optimum utilization of world resource.
5) Introduce sustainable development- a concept which envisages the environment and
development can go together.
6) Elimination of all forms of protectionism
7) The maximum possible level of transparency
8) Progressive liberalisation of international trade in services
9) Progressive liberalisation and elimination tariff and non tariff barriers to trade in goods.
Scope of WTO
GATT was concerned with the promotion of trade in goods. Trade in services was not given a lot
emphasis. While in WTO (World Trade Organisation) Trade in services has also been promoted.
It consist following main areas
Trade in Goods
Trade Related Investment Measures (TRIMs)
Trade Related intellectual Property Rights (TRIPs)
General Agreement on Trade in Services (GATS)
Function of WTO
1) It oversees the administration, implementation, and operation of the covered agreements.
2) It provides an opportunity for negotiations and for settlement of disputes.
3) The WTO provides the frame work for the implementation, administration and operation of
the multilateral Trade Agreements.
4) The WTO shall provide the forum for negotiations among its members concerning their
multilateral trade relations in matters dealt with under the Agreement.
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5) The WTO shall administer the Understanding on Rules regulation and Procedures Governing
the Settlement of Disputes.
6) The WTO shall administer the Trade Policy Review Mechanism.
7) To act as a forum for the negotiation of further trade liberalization.
8) To cooperate with the IMF (International Monetary Fund) and WB (World Bank)
9) To resolve the trade-related disputes

5.3 Principles of The Trading System
The World Trade Organization agreements are long-lasting and complex because they are legal
texts covering a broad range of activities. They deal with banking, telecommunications,
government purchases, agriculture, textiles and clothing, industrial standards and product safety,
food sanitation regulations, intellectual property, and much more. But a number of simple, basic
principles run throughout all of these documents. These principles are the base of the multilateral
trading system.
Trade without discrimination
Most-favoured-nation (MFN): Under the WTO (World Trade Organisation) agreements,
countries cannot normally differentiate between their trading partners. Grant someone a special
favour (such as a lower customs duty rate for one of their products).
This principle is known as most-favoured-nation (MFN) treatment. Hence, It is very important
that it is the first article of the General Agreement on Tariffs and Trade (GATT), which governs
trade in goods. It is also a priority in the General Agreement on Trade in Services and the
Agreement on Trade-Related Aspects of Intellectual Property Rights, although in each agreement
the principle is handled differently. Together, those three agreements cover all 3 main areas of
trade handled by the WTO (World Trade Organisation).
National treatment: Treating foreigners and locals equally- Under the WTO (World Trade
Organisation) agreements, Imported and domestically - produced goods should be treated equally
— at least after the overseas goods have entered the market. The same should apply to foreign
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and domestic services, copyrights and patents, foreign and local trademarks. This principle of
“national treatment” is also found in all the three main WTO agreements ( GATT, GATS and
TRIPS), although once again the principle is handled slightly differently in each of these.
National treatment only applies one time a product, service or item of intellectual property has
entered the market. Therefore, charging customs duty on an import is not a violation of national
treatment even if domestically-produced products are not charged an equivalent tax.
3 Freer trade: gradually, through negotiation
Eliminating trade barriers is one of the most obvious means of encouraging trade. The barriers
concerned include customs duties and measures such as import bans that restrict quantities
selectively. From time to time various other issues such as red tape and exchange rate policies
have also been discussed.
Since GATT’s creation in 1947-48 there have been 8 rounds of trade negotiations. A 9th round,
under the Doha Development Agenda, is now underway. At first these focused on lowering
tariffs (customs duties) on imported goods.
But by the 1980s, the negotiations had extended to cover non-tariff barriers on goods, and to the
new areas such as services and intellectual property.
4 Predictability: through binding and transparency
Sometimes, promising not to elevate a trade barrier can be as important as lowering one, because
the promise gives businesses a clearer view of their future opportunities. With stability
investment is encouraged, jobs are formed and consumers can fully enjoy the benefits of
competition — choice and lower prices. This trading system is an attempt by governments to
make the business environment stable and predictable. In the WTO (World Trade Organisation),
when Nation agree to open their markets for goods or services, they “bind” their commitments.
For goods, these bindings amount to ceilings on customs tariff rates. Sometimes Nation tax
imports at rates that are lower than the bound rates.
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5 Promoting fair competition
The WTO(World Trade Organisation) is described as a “free trade” institution, but that is not
entirely correct. The system does allow tariffs and, in limited situation, other forms of protection.
More accurately, it is a system of rules devoted to open, fair and undistorted competition.
The rules on non-discrimination — MFN (Most Favoured Nation) and national treatment — are
designed to secure fair conditions of trade. The issues are complex, and the rules endeavour to
establish what is fair or unfair, and how governments can respond, in particular by charging
additional import duties calculated to compensate for damage caused by unfair trade.
Many of the other WTO agreements aim to carry fair competition: in agriculture, intellectual
property, services, for example. And so on.
6 Encouraging development and economic reform
This system contributes to development. On the other hand, developing countries need flexibility
in the time they take to execute the system’s agreements. And the agreements themselves
succeed to the earlier provisions of GATT that allow for special assistance and trade concessions
for developing countries.
During the 7 and a half years of the Uruguay Round, over 60 of these countries implemented
trade liberalization programmes freely. At the same time, developing countries and transition
economies were much more active and influential in the Uruguay Round negotiations than in any
preceding round, and they are even more so in the current Doha Development Agenda.

5.4 World Trade Organisation - Some Agreement
General Agreement on Tariffs and Trade 1994 (GATT 1994)
The General Agreement consists of: (i) the provisions of GATT 1947 (including those amended
by the terms of legal instruments that have taken effect before the Overview of the WTO (ii)
legal instruments, such as protocols and certifications relating to tariff concessions, protocols of
accession, etc., that have taken effect under the GATT 1947 before the entry into force of the
WTO (World Trade Organisation).
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Agreement on Agriculture
The Agreement on Agriculture includes specific and binding commitments made by WTO
Member governments in the three areas of domestic support, export subsidization and market
access, for strengthening GATT disciplines and improving agricultural trade.
Trade in Textiles and Clothing
The main objective of this agreement is to secure the clothing and textiles sector. In this sector
Multi Fiber Agreement (MFA) was prevalent from last few years. Multi Fiber Agreement
(MFA)was preventing underdeveloped countries to export textiles in developed nations. Multi
Fiber Agreement (MFA) restrictions in force on 31st Dec 1994 would be carried over into the
final act and maintained until such time as the restrictions are split or the product integrated into
World Trade Organisation (WTO).
TRIPS (Trade Related Intellectual Property Rights)
This agreement is related to intellectual Property Rights. These rights can be with regards to
trade mark, copyright and patent etc. TRIPs recognizes that extensively varying standards in the
protection and enforcement of intellectual property rights and the lack of multilateral disciplines
dealing with international trade in counterfeit goods have been a rising source of tension in
international economic relations. Under TRIPs life of patents has been fixed as follows.
a) General Patent-20 years
b) Copy Rights- 50 Year
c) Trade Marks- 7 year
d) Industrial Designs 10 year
e) Medicines- 10 year
The Intellectual Property Rights which are patented can be used by the manufacturers/
consumers by making disbursement of royalty to patent holder.
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TRIMs (Trade Related Investment Measures)
Multinational organisation is aware of the many restrictions on their investment in overseas
countries. Trade Related Investment Measures are investment related measures proposed by
World Trade organisation to ensure free flow of investment all over the world. Trade Related
Investment Measures agreement will help the underdeveloped nation by providing necessary
capital in the form of foreign investments (FIs). This agreement will also help to solve their
balance of payment problem. The agreement does not set broad rules and regulations for
investors in a member country. It simply prohibits law, rule and regulations that condition a
country`s right to import foreign goods on the volume of goods exported.
The main features of TRIMs are1) To offer fair treatment and all other facilities and all other facilities to overseas investors as all
available to their domestic investors.
2) To eliminate restrictions on repatriation of interest, dividend and royalty of multinational
companies. 3) To allow 100 per cent foreign equity participation in some cases.
4) Remove all restrictions on every area of foreign investment.
In simple, the TRIMs open the opportunity to foreign investors to invest anywhere in the world
in any economic activity.
GATS (General Agreement on Trade in Services)
GATS is the first set of multilateral agreement covering international trade in services. It
provides free flow of services among the member country. The agreement covers trade in all type
of services like insurance, tourism, hotel, banking, shipping, telecommunication, IT enable
services, media services etc. GATS operates at four modesMode 1 -Cross border trade
Mode 2-Consumption abroad
Mode 3-Commercial presence
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Mode 4 – Temporary movement of natural persons.
Dispute settlement
For settlement of disputes relating to trade world trade organisation has set up dispute settlement
body. Director General of WTO will act as mediator for the settlement of dispute. The
complainant Nation can also ask Dispute Settlement Body to set up a panel for dispute
settlement. The panel will be constituted by Dispute Settlement Body whose decision will be
unconditionally acceptable to both parties. This panel will have to give its report within sixty to
ninety days. Then DSB will take final decision within 30 days.
Agreement on export subsidies
World Trade Organisation (WTO) agreements prohibit export subsidies to promote free and fair
competition in the international trade.
Anti dumping Measures
GATT permits members to apply anti dumping measures. More detailed rules governing the
application of such measures which take the form of either duties or undertakings on pricing by
exporter were negotiated during the Tokyo round and the same was revised in the Uruguay
Round.
Reviewing trade policies of member countriesThe TPRM provides for a Trade Policies review body to frequently examine the economic and
trade policies of member nation. It examine the trade policies in every two year for the four
major traders, every four years for the next 16 leading traders and every 6 years for the
remaining traders although longer intervals may be prescribed for least developed nations. It has
helped member countries to access their economic and trade policies.

5.5 Organizational structure
The General Council has the following subsidiary bodies which oversee committees in different
areas:
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Council for Trade in Goods
There are eleven committees under the jurisdiction of the Goods Council each with a specific
job. All members of the WTO (World Trade Organisation) join the committees. The body has its
own chairman and 10 members. The body also has several groups relating to textiles and
clothing.
Council for Trade-Related Aspects of Intellectual Property Rights
Information on intellectual property in the WTO (World Trade Organisation), news and official
records of the performance of the TRIPS Council, and details of the WTO's work with other
international organizations in the field.
Council for Trade in Services
The Council for Trade in Services operates under the control of the General Council and is
responsible for overseeing the functioning of the General Agreement on Trade in Services. It is
open to all WTO (World Trade Organisation) members, and can create subsidiary bodies as
required.
Trade Negotiations Committee
The Trade Negotiations Committee is the committee that deals with the current trade talks round.
As of June 2012 this committee was tasked with the Doha Development Round. The Service
Council has 3 subsidiary bodies:, domestic regulations, financial services, GATS rules and
specific commitments. The council has several different committees, and working parties
working groups. There are committees on the following: Trade and Environment; Trade and
Development, Regional Trade Agreements, Balance of Payments Restrictions, Finance and
Administration and Budget. . There are working groups on the following: Trade, Trade and
technology transfer, debt and finance.

5.6 Ministerial Conference
The highest decision-making body of the WTO (World Trade Organization) is the Ministerial
Conference, which generally meets every 2 years. It brings together all members of the WTO.
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In 1996, the inaugural ministerial conference was held in Singapore. Disagreements
between mostly developed and developing economies emerged during this conference
over 4 issues which were initiated by this conference, which led to them being
collectively referred to as the Singapore issues.



In 1998 the 2 nd ministerial conference was held in Geneva in Switzerland.



In 1999 the 3rd conference in Seattle, Washington ended in failure, with massive
demonstrations and police and National Guard crowd-control efforts drawing worldwide
attention.



In 2001 the 4 th ministerial conference was held in Doha. The Doha Development Round
was launched at the conference. The conference also approved the joining of China,
which became the 143rd member to join.



In 2003 the 5th ministerial conference was held in Mexico, Cancún, aiming at forging
agreement on the Doha round. An association of 22 southern states, the G20 developing
nations, resisted demands from the North for agreements on the so-called Singapore
issues and called for an end to agricultural subsidies within the EU and the US.



In 2005, the 6 th WTO (world Trade Organisation) ministerial conference was held in 13
to 18 December 2005 in Hong Kong. It was considered very important if the 4-year-old
Doha Development Round negotiations were to move forward adequately to conclude the
round in 2006. In this meeting, by the end of 2013, Nation agreed to phase out all their
agricultural export subsidies, and terminate any cotton export subsidies.



On 26 May 2009, the WTO General Council, agreed to hold a 7th WTO(World Trade
Organisation) ministerial conference session in Geneva from 30 November to 3rd
December 2009.

5.7 Arguments in Favour of WTO
1) Increase in Foreign Trade
2) Increase in Agricultural Exports
3) Increase in inflow of foreign investment
4) Improvement in services
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5) Benefits for clothing and textile industry
6) Inflow of better technology and better quality product
7) Benefits of Multilateral Trade System
8) Promotion to research because of patents
9) Benefits of using quality seeds and new varieties of plants
10) Restricts Dumping

5.8 Arguments against WTO
1) Loss to Domestic Industries
2) Increase litigation cost
3) Loss to regional groupings
4) Disadvantages to service sector
5) Increase in Unemployment

5.9 Summary
WTO is an international Trade Organisation having set of rule regulations and principles,
mutually designed and agreed up on to promote international trade in general and reduction of
tariff barriers and removal of import restrictions in particular. In short, WTO is a new globally
recognised trade organisation with the new name succeeding GATT on renewed agreement and
having new vision and powerful enforcement power to promote international Trade. WTO
agreement will help India in promoting its foreign trade of goods as well as of services. Inflow of
foreign technology, foreign investment improved seeds will benefit our economy in escalating
the rate of economic development. Moreover, all agreements can not be in favour of one country
as these are formulated in view the interest of all member nations. So India should try to make
greatest advantages of WTO agreements.
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